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A TAX PROGRAM FOR THE PHILIPPINES 


LOUIS SHERE * 


N EXPERT is tempted to prescribe 
for economic problems remedies 
selected with meticulous discrimination 
from the small magic kit which con- 
tains his own competence. Most eco- 
nomic problems, however, are complex, 
requiring for their solution multiple 
rather than simple adjustments. While 
this article is focused on the tax adjust- 
ments required to restore and maintain 
prosperity, progress, tranquillity, and 
stability in the -Philippines, it is not in- 
tended to convey the impression that all 
economic difficulties can be exorcised by 
appropriate tax reform. 


BACKGROUND 


Philippine finances suffer from a 
combination of three interdependent 
factors: not enough taxes are imposed, 
too many inequitable taxes are imposed, 
and too small a proportion of tax lia- 
bilities is collected. This unhappy 


* The author is professor of economics and director 
of tax research at Indiana University. This article is 
based chiefly on a report prepared for the United 
States Economic Survey Mission to the Philippines in 
the capacity of adviser on taxation. The mission’s 
feport .and advisers’ technical memoranda were trans- 
mitted to President Quirino, October 26, 1950, and 


are available at the Department of State, Washington, 
D.C. 
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financial condition is attributable partly 
to the underdevelopment of the coun- 
try’s economic resources and the pursuit 
of economic policies that are prejudicial 
to economic growth and the attainment 
of even moderate levels of national in- 
come, partly to faulty government or- 
ganization and weak personnel, and 
partly to an acute distaste for taxes. 


The Philippines fail to make sufficient 
use of their two great assets—their 
people and their land. They overem- 
phasize commerce at the expense of in- 
dustry. Opportunities for industrial 
development are tied to agriculture; for 
iron, coal, oil, and other resources nor- 
mally found in highly industrialized 
countries are lacking. Water-generated 
power is potentially adequate for light 
industries. 

The great need is to break the bonds 
of a highly concentrated land ownership 
which locks up available investment re- 
sources without adding to the land’s 
productivity and, indeed, bars its effi- 
cient utilization. Land investment in 
the Philippines more often than not is 
a form of hoarding. Funds released by 
one transaction normally go into bid- 
ding up the price of another piece of 
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land which is drawn to the amassed land 
fortunes. The resulting high price of 
land prohibits its efficient utilization. 
If enterprise is to be stimulated by 
larger business investment, investment 
in land must be made less attractive; 
otherwise, business investment will not 
be able to compete with this established 
traditional investment outlet. 

The great majority of the labor force 
is engaged in agriculture with pitifully 
low “ wages,” outrageously long hours, 
and working conditions that are remi- 
niscent of feudal serfdom. Where crops 
are shared, the distribution between 
owner and tenant is fixed by law but 
uncertain in practice. Uncertainty of 
status and lack of organizations to im- 
plement the legal rights of workers and 
tenants invite racketeering. Even with 
effective government services for labor 
and organization of the labor force, 
the oversupply of labor would consti- 
tute a baffling economic and social prob- 
lem. Without these services and or- 
ganizations, labor conditions are tragic. 
Only the free fruits of a generous soil 
and a tropical climate mitigate the rural 
worker’s hard lot. Here political unrest 
was bred and flourishes. 

Since the economy is oriented to 
commerce rather than industry, there is 
a lack of emphasis on technical training 
for industry and a gross overemphasis 
on law and accounting at the higher 
levels of the educational system. Both 
government and industry suffer. Social 
sciences are almost completely neglected 
by the universities. The United States 
aid must be directed to produce annu- 
ally a substantial crop of technically 
trained personnel capable of assuming 
the important positions in government 
and industry as well as in finance and 
commerce. The most urgent immediate 
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need is well trained government per- 
sonnel. 

Economic problems in the Philippines 
are not unlike those of many o: her un- 
derdeveloped countries. The pattern is 
familiar: production is low; population 
increase is high; physical resources are 
inadequate to maintain even moderate 
standards of living short of revolution- 
ary changes in private and public or- 
ganization; capital is scarce, fretful, and 
available only at high rates of interest; 
private investment runs to land much 
of which is locked in huge holdings, and 
much of the lesser holdings is under a 
cloud of complex legal provisions and 
customs which renders land tenure un- 
certain; public investment is not well 
planned and less well operated and 
maintained and fails to substitute for a 
virile private business investment pro- 
gram; great inequalities of wealth and 
income and great concentration of 
wealth and income in a few city centers 
of commerce prevail; strong bonds 
exist between great wealth and political 
leadership, irrespective of party affilia- 
tions; cost of living is high as a result 
of war and post-World War II infla- 
tion; wages are extremely low and, in 
general, have not kept pace with infla- 
tion, with the result that profits are 
exceptionally high and inequalities in 
wealth aggravated; taxes are unreason- 
ably low; the budget deficit is very 
high; the account of international pay- 
ments is also running a deficit which 
would be even greater if the flight of 
capital and imports of luxury consump- 
tion items were not directly controlled; 
there is evidence of social unrest and 
political instability which is intimately 
related to economic maladjustments and 
instability. 

One hopeful element in the Philip- 
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pine situation arises out of the long 
period of association with the United 
States. This friendly relationship should 
help to make United States financial aid 
and technical assistance more speedily 
effective. The acute shortage of trained 
technical personnel can be met in the 
interim by drawing on the reservoir of 
American personnel familiar with the 
Philippine situation and ultimately by 
intensively training in American uni- 
versities hundreds of the keen and po- 
tentially able young people in the 
Philippines who are eager to serve their 
country. 


THE BUDGET 


Budget deficits in the Philippines do 
not arise from excessive government 
spending for luxury welfare services. 
The government is not spending enough 
for essential public services and is not 
taxing equitably or adequately. Gov- 
ernment is not big enough in the Philip- 
pines to play its proper role in the 
economy. 

A long series of infrequently inter- 
rupted deficits has recently culminated 
in a truly astronomical deficit. To 
bring the budget into ultimate balance, 
taxes would need to be increased by 
about 60 per cent. This would not en- 
tail a crushing burden on the Philippine 
economy because the existing level of 
taxation is among the lowest in the 
world in relation to national income. 
Even after taxes were increased to bal- 
ance the budget, they would amount to 
only some 12-13 per cent of gross na- 
tional product. 

Some water can be squeezed out of 
the budget, but over-all expenditures 
need to be increased. Savings would 
come from eliminating — substantial 
numbers of ineffective personnel, but 
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they would need to be replaced by 
fewer better trained and better paid 
personnel. More effective organization 
would reduce expenditures and improve 
government services. The government 
is not spending enough on education, 
public health, agricultural development, 
electric power, highways, national de- 
fense, and maintenance of law and or- 
der. Public education, the largest single 
item in the national budget, accounts 
for 25-30 per cent of total expendi- 
tures; but teachers’ salaries are low, and 
the present expenditures provide for 
something less than full grade-school 
instruction on the average. Filipinos 
have a passion for education which 
should be satisfied more adequately and 
directed into more purposeful channels, 
particularly at the elective higher levels 
of university education where the tra- 
ditional zeal for education is now being 
exploited for profit. A generous gov- 
ernment attitude toward the University 
of Philippines, instead of the niggardly 
one practiced by freezing its grant at 
the level of some three decades ago, 
would go a long way to explode the 
cruel hoax which some competing insti- 
tutions are practicing upon self-sacrific- 
ing parents who are in no position to 
judge the quality of the universities. 
Even after the government stops 
pouring government investment into 
various ill-conceived and poorly oper- 
ated projects, stops hoarding inefficient 
labor, stops bungling under faulty or- 
ganization and antiquated procedures, 
stops graft and corruption, its budget 
will be bigger, not smaller, if minimum 
services, compatible with economic pros- 
perity and economic and political sta- 
bility are to be instituted. For the 
nearer term an adequate revenue objec- 
tive is to balance the budget with exist- 
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ing expenditures, but, for the longer 
pull, the revenue system must be 
strengthened to finance expanded serv- 
ices. In the tax program prepared for 
the U. S. Economic Survey Mission to 
the Philippines I relied:on the long-run 
improvement in tax administration and 
compliance to yield the difference be- 
tween immediate and ultimate needs. 
This long-run improvement, however, 
cannot be relied on to meet immediate 
needs. 


PRESENT TAX SYSTEM AND 
RECOMMENDED REFORMS 


As already indicated, the present tax 
system does not raise enough revenue to 
meet even the current level of expendi- 
tures. This is partly because existing 
taxes are not fully collected. 

The taxes that are collected do vio- 
lence to accepted standards of equity 
and, being highly regressive, unduly de- 
press the level of national income. If 
taxes in the Philippines do not now re- 
tard economic progress to an apprecia- 
ble extent, it is only because of the 
smallness of the amount collected. It 
would be an error to retain an attitude 
of indifference to the distribution of 
taxes if their weight were substantially 


EAs of April 8, 1951, the Philippine Government 
enacted measures, broadly in accord with the Bell 
Mission recommendations, to yield an estimated ad- 
ditional revenue of 201,500,000 pesos, an increase of 
60 per cent over the revenue currently collected. 
The new tax legislation and the revenue from each 
measure are as follows: the specific tax on cigarettes, 
29,000,000 pesos; the specific tax on distilled spirits 
and fermented liquors, 9,500,000 pesos; sales tax, 
9,000,000 pesos; corporation income tax, 11,000,000 
pesos; and foreign exchange tax, 143,000,000 pesos. 
In abeyance, and still to be enacted, are the measures 
designed to strengthen the individual income tax, the 
property tax, and the estate and gift taxes—sepa- 
rately and as components of the additional residence 


tax—and the gasoline tax. Bills relating to these 


items, designed to yield about 60,000,000 pesos, have 
been introduced but have not passed either house 
(April 24, 1951). 


NATIONAL TAX JOURNAL 


| VoL. IV 


increased. Both equity and economic 
considerations require that the distribu- 
tion of taxation be changed from the 
existing pattern which overburdens the 
low incomes. In a poorer country, par- 
ticularly, it is extremely difficult to 
avoid regressive taxes because the over- 
whelming bulk of the national income 
is received by individuals with low in- 
comes. But each reform should move 
in the egalitarian direction. Even if 
this is done, there is little danger of sud- 
denly arriving at an egalitarian result, 
The economic importance of proceeding 
along these lines can be disputed because 
of the unsettled state of the theory of 
income determination. But, it would 
be folly in the reform of any tax sys- 
tem to neglect the extremely important 
connection which exists between tax 
justice and tax compliance. In any 
country, taxpayers are loath to comply 
with a system that is unfair in terms of 
their concepts of tax justice. If the 
wealthy can legally or illegally escape 
their fair share of taxes, willingness to 
support the government melts away. 
In the Philippines, poor tax compliance 
and administration can be explained in 
substantial part by the inequity of the 
tax system. 

The tax system as it stood in October, 
1950, and recommended additional 
taxes are summarized in Table 1.’ Un- 
der the existing system the income tax 
(corporation and individual) , the prop- 
erty tax, and estate, inheritance, and 
gift taxes yield only 78 million pesos, 
out of total national and local govern- 
ment tax receipts of 390 million pesos. 
Only about 15 per cent of revenue is 


1 This table does not include the 25 per cent tem- 
porary levy on imports which was recommended by 
the Bell Mission primarily to help correct the un- 
balance in international payments. 
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from direct taxes; 85 per cent is from 
indirect taxes, such as excises and im- 
port duties, license and business taxes 
(chiefly a three-bracket-rate sales tax 
with a long tail of seemingly thousands 
of minor gross receipts taxes), and mis- 
cellaneous other taxes (essentially gross 
receipts taxes, some of which are di- 
rected at special types of business). 


TABLE 1 
ExistTiNG TAX SYSTEM AND RECOMMENDED 
ADDITIONAL TAXES 
(Full-year yields, in millions of pesos) 


Tax Increase 
Pah under 
System, 
Tax dept Recom- 
October, 
195 mended 
950 Program 
National government 
Excise taxes and import 
IE Pre Oasys ee 102 78 
License and business 
NT. ghey (a5 alna ggraraiots 102 10 
Income taxes ........... 52 20 
Residence tax .......... 4 25°” 
Estate, inheritance, and 
itt MRSOE Cc cwccsusve 4 3 
Other taxes ............ 17 
Other receipts .......... 56 ae 
Total, national ..... 337 ‘ 136 
Local governments * 
Property taxes ......... 28 15 
Other taxes ............ 81 : 
rol, lotal ...6s6«: 109 15 


errand Goth) . ..cwas. 446 151 





“Includes sales tax. 

"Income component, 10 million pesos; prop- 
erty component, 15 million pesos. 

*Includes 22 million pesos of apportionment 
of internal revenue and motor vehicle tax to 
local governments. 


“Based on 1949 data. 


Excise and Import Duties 


In the Philippines import duties are 
less important than in many other un- 
derdeveloped economies because most 
imports come from the United States 
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duty-free under the Philippine Trade 
Act of 1946 which provides for an 
eight-year period of free trade and, be- 
ginning in 1954, for a twenty-year 
period of declining preferences. In the 
fiscal year 1949 the import duties 
amounted to less than 9 per cent of the 
tax revenue of the national govern- 
ment.” 

Actually, American goods do not 
circulate in the Philippine markets tax- 
free, for, while the trade agreement 
provides parity treatment with Philip- 
pine products, the areas of noncompeti- 
tion with domestic production are so 
substantial that excises and sales taxes 
imposed uniformly in form have eco- 
nomic effects similar to import duties. 
Since the excises and sales taxes apply 
in addition to customs, the American 
product gets a preference over other 
foreign products that are subject to cus- 
toms duties. This preference is not a 
great factor in the trade of either the 
United States or the Philippines, because 
American and other foreign goods do 
not compete over the whole range of 
imports subject to customs duties. 
Competition, however, is important in 
some of the leading imports. For ex- 
ample, in the calendar year 1949, im- 
ports from countries other than the 
United States constituted 61 per cent of 
nonmetallic minerals; 22.5 per cent of 
textile and manufactures; 21 per cent 
of metals and manufactures; 38.9 per 


2In this summary reference is made to the yields 
of various taxes in the fiscal year 1949 instead of a 
more recent period. Import controls which were 
mildly effective previously were greatly tightened 
after December, 1949; therefore, a marked decline 
occurred in the yield of taxes tied to imports. For 
some purposes at least, the picture of the tax system 
as it would exist without import controls is as sig- 
nificant as, or more significant than, the picture 
which would be gathered by using figures which re- 
flected the direct import controls. 
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cent of grains and preparations; 45 per 
cent of cocoa, coffee, and tea; 85.5 per 
cent of other edible animal products; 
33.6 per cent of meat and meat prod- 
ucts; 11.9 per cent of electrical ma- 
chinery and appliances; 64.7 per cent of 
fertilizer and fertilizing materials; and 
9 per cent of paper and manufactures. 

Imports from the United States in 
1949 accounted for about 78 per cent 
of total Philippine imports as against 
60 per cent before World War II. The 
United States is also the principal 
market for Philippine exports, account- 
ing in 1949 for 81 per cent of the total, 
as against 80 per cent before the war. 
These exports are mainly coconut prod- 
ucts, sugar, abaca, and canned pine- 
apples. 

The import duties per se are a rela- 
tively small part of the total revenue 
collected by the customs service, which 
also collects the excise taxes and the sales 
taxes on imported articles at ports of 
entry. In the fiscal year 1949 over 
one-half of total internal revenue taxes 
was collected by the customs service. 

In the fiscal year 1949, 85 per cent 
of the excise tax revenue, called specific 
taxes in the Philippine tax code, was de- 
rived from imported items. The prin- 
cipal imports contributing to the excise 
tax revenue are cigarettes and gasoline, 
which accounted for 49.2 per cent and 
29.6 per cent respectively of the excise 
tax revenue in 1949. 

Under the recommended program the 
increase in revenue from excises would 
be 78 million pesos—50 million from 
cigarettes, 25 million from gasoline, and 
3 million from distilled spirits. This 


would approximately double the reve- 
nue from: excise taxes. 

The higher tax rates are required, not 
merely for revenue purposes, but also 
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to attain a better allocation of effective 
demand over the range of available lux- 
ury and necessary goods and services 
and particularly for the better align- 
ment of demand for imports in relation 
to domestic goods and services. Import 
controls could be relaxed experimentally 
without contributing to further and 
serious unbalance in the international 
payments only if the excise taxes were 
raised to high levels. 

The proposals would, for example, 
raise (1) the chief tax rates on cigar- 
ettes, those selling at wholesale for not 
over § pesos ($2.50) a thousand (which 
account for 50 per cent of cigarette im- 
ports), from 12 pesos to 15 pesos or to 
15 cents a package of twenty cigarettes 
and the rate on cigarettes selling at 
wholesale for over 6 pesos a thousand 
(which account for about 25 per cent 
of cigarette imports) from 20 pesos to 
25 pesos or to 25 cents a package of 
twenty cigarettes; (2) the tax on im- 
ported distilled spirits from 7 pesos to 
10 pesos a proof liter or roughly from 
$14 to $20 a gallon; and (3) the tax 
on gasoline from 7 centavos per liter to 
12 centavos per liter or roughly from 
14 to 24 cents a gallon. Increases were 
also proposed in the rates applicable to 
other price brackets of cigarettes and 
distilled spirits produced from domestic 
products. In the fiscal year 1949 do- 
mestic cigarettes accounted for less than 
17 per cent of total excise revenue from 
cigarettes, whereas domestic distilled 
spirits accounted for nearly  three- 
fourths of the total excise revenue from 
distilled spirits. 

Through price bracketing and the de- 
vice of differentiating by type of in- 
gredient or process used in production, 
a sort of protection for home industry 
is now attained despite the parity pro- 
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vision of the trade agreement with the 
United States. For example, lower rates 
are provided, price bracket by price 
bracket, if cigarettes are not wrapped in 
tinfoil or cellophane or packed in car- 
tons covered with paraffin or waxed 
paper; in practice this means favorable 
treatment for domestic cigarettes. Tax 
rates are doubled, price bracket by price 
bracket, if the cigarettes are mechani- 
cally packed, as nearly all imports are. 
On distilled spirits produced from do- 
mestic products, the rate is $1.20 a 
gallon instead of the $14 a gallon appli- 
cable to distilled spirits produced from 
materials other than domestic products, 
that is, imported liquor. The practice 
of imposing excises on something ap- 
proximating an ad valorem basis is 
commendable if it can be administered; 
but the policy of differentiating the 
rates by production material or process 
used, where these are not demonstrably 
prejudicial to the welfare of consumers 
or to the labor force engaged in manu- 
facturing the products, is, to use a re- 
cently emphasized polite phrase, in need 
of re-examination. 

There is evidence which casts doubt 
on the ability of the enforcing agency 
to handle the price-differentiated bases 
of taxing cigarettes and collecting the 
revenue at customs. Also, there are 
wide-spread complaints of unfair com- 
petition from smuggled cigarettes. 
Both situations would be greatly re- 
lieved, but not completely remedied, if 
the Philippine government were to en- 
ter into arrangements with the United 
States and other countries to have its 
revenue stamps affixed to imported 
cigarettes in the plants of the country 
of origin. Such arrangements are now 
in effect between the United States and 
various other countries. At the pres- 


ent time imported cigarettes circulate 
in the Philippine markets without any 
revenue stamp, since present law does 
not require a stamp to be affixed to im- 
ported cigarettes before withdrawal 
from customs. 


License, Business, and Occupation Taxes 


The sales tax, including the com- 
pensating use tax, is by far the most 
important component of the group of 
taxes officially designated as “ license, 
business, and occupation taxes.” In the 
fiscal year 1949 these taxes accounted 
for about 39 per cent of total tax reve- 
nue, and the sales tax component ac- 
counted for 70 per cent of the revenue 
from these sources. In general, the sales 
tax is imposed in three sections with 
different rates applicable to each section, 
the differentiation being made by type 
and price of article in accordance with 
the degree that the goods are considered 
to be essential. But in special situations 
both bases, type and price of article, are 
employed to further differentiate the 
rates. For example, automobiles selling 
for over 7,000 pesos are subject to a rate 
of 75 per cent. Subject to a rate of 50 
per cent are such items as soap and toilet 
preparations, jewelry, precious metals 
and manufactures, beauty parlor acces- 
sories, petrolatum, precious stones and 
imitations, and automobiles in the price 
range from 5,000 to 7,000 pesos. Sub- 
ject to a 30 per cent rate are such items 
as automobiles selling for 5,000 pesos or 
less, clocks and watches, refrigerators, 
wool clothes, film, phonograph records, 
electric fans, air-conditioning equip- 
ment, portable stoves, fountain pens, 
motion picture projectors and parts, 
sensitized paper, and sporting goods. 
Subject to the lowest rate, 7 per cent, 
are a long list of the more essential arti- 








104 


cles including rayon and other synthetic 
textiles, iron and steel, wheat flour, 
paper and manufactures, machinery, 
milk, fish and fish products, chemicals, 
drugs and medicines, tires, parts and ac- 
cessories, glass and glass products, 
aluminum and manufactures, coffee, 
rice, meat products, trucks, paints, pig- 
ments, varnishes, cotton manufactures, 
leather manufactures, vegetables, eggs, 
fertilizer, wearing apparel, agricultural 
machinery and implements. 

Exempt from the scope of the gen- 
eral sales tax are the items subject to the 
special excises, agricultural products, 
salt, mineral products, businesses with 
sales of less than 450 pesos a quarter, 
and certain classes of small vendors of 
food products and household products. 
The proprietors or operators of rope 
factories, sugar centrals, rice mills, 
cocoanut oil mills, corn mills, and desic- 
cated cocoanut mills are, however, sub- 
ject to a tax of 2 per cent of the gross 
value produced. 

The sales tax is, in general, payable 
quarterly with returns due twenty days 
after the end of each calendar quarter. 
A use tax is levied at rates equivalent 
to the sales tax rates for purchases re- 
ceived from without the Philippines. 

The Bell Mission endorsed the policy 
of taxing nonessential goods at high 
rates, for purposes of redressing the un- 
balance in the international accounts as 
well as for revenue. Specifically it 
recommended the conversion of the 
basic three-rate sales tax system into a 
two-rate system subjecting all items 
covered by rates in excess of the basic 
7 per cent rate to a rate of 100 per cent. 
In lieu of the 7 per cent rate now ap- 
plicable to trucks, tires, and accessories, 
it recommended a tax of 20 per cent. 
Since the high rates are applicable to the 
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less essential goods, the revenue increase 
from the recommended increased rates 
amounts to only 10 million pesos. The 
mission recommended further that the 
basic 7 per cent rate be suspended for 
the temporary period that a proposed 
25 per cent special tax on imports is in 
force. If this temporary levy is not 
imposed, it will become necessary to 
explore further the area covered by the 
basic 7 per cent rate with a view to de- 
termining which items might properly 
be moved into higher rate brackets 
without unduly injuring economic de- 
velopment or grossly overburdening the 
already heavily burdened low incomes, 
To the fullest extent practicable, severe 
rates would need to be employed in 
such further differentiation in order to 
meet both revenue requirements and 
the pressure of excessive imports on the 
balance of international payments. 
There is a great need for simplifica- 
tion of license, business, and occupa- 
tional taxes. Some of the present com- 
plications seem to arise from a false 
conviction that it is possible to give 
effect to the ability-to-pay principle in 
taxation under a system of sales, excise, 
and gross income or gross receipts taxes 
of infinite variety, if only these are 
greatly differentiated by size of tax base 
and price. Since, however, many of 
these taxes constitute business costs that 
are shifted to consumers or to the pro- 
viders of cost factors, they cannot be 
transformed into ability-to-pay taxes 
merely by great differentiation or s0- 
called progression. Little can be gained 
by playing at the game of equity in 
taxation through the medium of de- 
vices that do not take into account the 
ultimate incidence of taxes. If the 


over-all burden of taxation is to be 
more equitably distributed, there is no 
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escape from intensive utilization of in- 
come, property, and property transfer 
taxes and de-emphasis of the sales, ex- 
cises, and various business, license, and 
occupation taxes. Moreover, it is a de- 
lusion to assume that the galaxy of in- 
direct taxes impose smaller administra- 
tive and compliance burdens than the 
direct taxes. Many of the indirect taxes 
would scarcely yield the amount of 
revenue that it would cost to administer 
and comply with them if they were to 
be enforced with tolerable efficiency. 

The question has been raised whether 
the tax program recommended goes far 
enough in the direction of progression 
and equitable taxation. There are rea- 
sons for taking such a high percentage, 
nearly 60 per cent, of the additional 
revenue from sources customarily classi- 
fied as regressive. First, taking the 
whole range of income distribution in 
the Philippines, the 88 million pesos ad- 
ditional from sales and excises would 
fall very largely on individuals in the 
top two deciles. Second, high tax rates 
on luxury imports are justified to im- 
prove the balance in the international 
account and in the internal allocation of 
income between consumption of luxury 
items and investment and, to a lesser 
extent, also within the consumption sec- 
tor itself. Third, altogether apart from 
these reasons, the rate of change toward 
direct taxation must make some com- 
promise with custom. 


Income, Property and Transfer Taxes 


The remaining 63 million pesos in the 
tax program would be derived from di- 
rect taxes—corporation and individual 
income taxes, annual ad valorem prop- 
erty taxes, and property transfer taxes. 
Of these, all except the corporation in- 
come tax are so intimately tied together 
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in one package of proposed reformed 
individual income and property taxes 
that there are real difficulties of exposi- 
tion. As parts of the package are de- 
scribed, the reader is left in the dark as 
regards the direction of movement and 
ultimate objectives. To discuss ultimate 
objectives and direction leaves the 
reader impatient as regards specific ap- 
plication of generalities. In the tax re- 
port to the Bell Mission, I took the first 
course. Hard bumps are being encoun- 
tered in the Philippine Congress as the 
tax program moves over this inade- 
quately illuminated route. I shall here 
attempt to improve on the exposition 
by traversing the alternative route. 

The corporation income tax, to the 
extent imposed as an independent tax, 
is not tied to the property-tax—in- 
come-tax package, so it may be gotten 
out of the way first. It now accounts 
for over one-half of the total income 
tax yield. The rate is 16 per cent, 
and it yields a little over 2% million 
pesos per point. Only 25 per cent of 
dividends received from domestic cor- 
porations or resident foreign corpora- 
tions are included in the corporation in- 
come tax base; corporations improperly 
accumulating surplus are liable to an 
additional tax of 25 per cent of undis- 
tributed profits; and personal holding 
companies with 50 per cent of the stock 
owned by five persons or less and in- 
vestment companies with 50 per cent of 
the stock owned by one person are pre- 
sumed to be subject to the 25 per cent 
undistributed profits tax. 

Less than one-half of corporation in- 
come tax returns are taxable. Of the 
2,431 corporations that reported net in- 
come for the taxable year 1949, about 
30 per cent appear to have net incomes 
of 50,000 pesos or less. 
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The proposal is to increase the cor- 
porate income tax rates on the large 
corporations and reduce the rate on the 
very small corporations. This would 
yield 15 million pesos additional reve- 
nue, an increase of about 50 per cent. 
The schedule of graduated rates to sub- 
stitute for the flat 16 per cent is as fol- 
lows: 10 per cent on income of 6,000 
pesos or less; 20 per cent on the bracket 
6,000 to 20,000 pesos; and 30 per cent 
on the bracket of income over 20,000 
pesos. 

Ultimately, consideration should be 
given to the taxation of corporations on 
the same basis as partnerships. In a 
country where public corporations are 
relatively few and most corporations 
are owned by closely knit family units, 
the distinction in taxation between cor- 
porations and partnerships would not 
appear to be warranted. 

In the package I tried to integrate 
property and income into a measure of 
interpersonal taxable capacity which is 
superior to the currently accepted 
standard based on income alone. While 
property and income are both taxed 
now, classification of the property 
taxes as in rem taxes, has substituted 
for inquiry into their distribution and 
economic effects. The luxury of sub- 
stituting classification for analysis can- 
not be indulged when tax burdens be- 
come heavy, as they are in almost every 
country in the world. Income alone 
does not constitute an adequate basis 
for progressive taxation. Both prop- 


erty and income must be integrated into 
a personal tax base to attain an equita- 
ble distribution of the tax burden, a 
desirable pattern of investment incen- 
tives, and effective tax administration. 
It appears that the world over, cer- 
tainly in the United States and in the 
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Philippines, the property tax has pro- 
gressively deteriorated as an equitable 
tax. Erroneously conceived as an ip 
rem tax and poorly administered by 
atomized and feuding governmental 
jurisdictions, its revenue yield has fallen 
far behind its potential to the point of 
crisis in the finances of local govern- 
ment. 

As a result of the scandalous evasion 
which seems inevitable under a highly 
decentralized and unintegrated prop- 
erty tax administration, large amounts 
of investment are driven into tax 
havens and escape both property and 
income taxes. Escape from current 
taxation cannot be compensated by ulti- 
mate taxation under death, gift, or 
other transfer taxes. Even when the 
transfer taxes are efficient, they cannot 
retroactively spare those who have cur- 
rently paid income and property taxes 
from the marginal increases in tax rates 
necessitated by tax evasion, nor can they 
correct the unfortunate economic and 
equity consequences of property and in- 
come tax evasion and the higher tax 
rates that it forces. 

As a practical concession to the weak- 
ness of the Philippine income tax ad- 
ministration, I split off a part of the 
individual income tax from the package 
and left its administration with existing 
enforcement machinery. I put the 
bulk of the individual income tax inside 
the package. I left the annual ad 
valorem property tax outside the pack- 
age, but I put the recommended addi- 
tional property tax, in the form of am 
imputed 5 per cent return on property, 
inside the package and joined the im 
puted income with the regular income 
tax base. Thus, both income and prop- 
erty were taxed both outside the pack- 
age and inside the package; the tat 
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inside the package would be at a single 
progressive rate schedule. In addition, 
as regards property transferred inter 
vivos and at death, I left outside the 
package an integrated transfer tax 
levied against the transferor; and I put 
inside the package, joined to the same 
base and under the same rate schedule, 
the amounts received by the transferee, 
whether from gifts or legacies. I called 
this new package the revitalized resi- 
dence tax and recommended that it be 
put under the jurisdiction of a new tax 
commission. 

With this prospectus, the components 
of the direct taxes left outside the pack- 
age and those included in it may now 
be examined in a little more detail. 


Individual Income Tax 


The existing individual income tax is 
more formidable in appearance than in 
actuality. In the fiscal year 1949 it ac- 
counted for less than 20 million pesos 
of revenue. More than two-thirds of 
the 189,528 returns filed were not taxa- 
ble. The taxable returns are highly 
concentrated in the low-income brack- 
ets. The returns with net income (be- 
fore personal exemptions) of 10,000 
pesos or less accounted for nearly 97 
per cent of the number of returns filed, 
72 per cent of the amount of net in- 
come reported, and about 29 per cent 
of the tax liability assessed. 

The exemptions are high: for single 
individuals or separated married per- 
sons, 1,800 pesos; for married persons 
or heads of families, 3,000 pesos; and 
for dependents, 600 pesos. Even with 
substantially lower exemptions which 
prevailed prior to 1950 (1,000-2,500- 
500 pesos), the personal exemptions 
Wiped out over 42 per cent of the 1949 
individual income tax base. The re- 


turns of husbands and wives are treated 
as joint returns. The income tax rates 
on individuals range from § per cent 
of net incomes on amounts of 2,000 
pesos or less to 60 per cent on net in- 
comes in excess of 500,000 pesos. 

The individual taxpayer reports his 
income by March 1 and is assessed by 
the collector before May 1. The tax 
is due by May 15; but, if it is over the 
nominal amount of 10 pesos, it may be 
paid in installments on May 15 and 
August 15. In 1950 a withholding 
system on wages was instituted with an 
American-variety standard deduction 
which, even in the absence of a declara- 
tion system for income other than wages 
and salaries, puts the income tax sub- 
stantially closer to a current payment 
basis. The non-withheld income tax 
payments have a cleanup date of 
August 15. 

The principal recommendations were: 
that the individual income tax exemp- 
tions be reduced to 1,000-2,000-500 
pesos with a proviso that irrespective of 
the number of dependents the aggre- 
gate of the exemptions should not ex- 
ceed 5,000 pesos; that the next step be 
taken in placing the tax on a more 
nearly current payment basis by insti- 
tuting a system of declarations with re- 
spect to non-withheld income in excess 
of 200 pesos or total estimated income 
in excess of 5,000 pesos; and that the 
rates for the lower brackets of income 
be greatly increased and the rate sched- 
ule greatly simplified. 

For the portion of the individual in- 
come tax which was left outside the 
package, the recommendation was to 
revise the rate schedule as follows: 10 
per cent on incomes of 6,000 pesos or 
less; 20 per cent on incomes between 
6,000 and 20,000 pesos; and 30 per cent 
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on incomes over 20,000 pesos. Then 
the income would be carried into the 
residence tax base, and amounts of the 
composite residence tax base in excess 
of 10,000 pesos would be subjected to 
additional graduated rates ranging from 
10 to 40 per cent. Thus, the combined 
graduated rates on individual incomes 
would range from 10 to 70 per cent. 
It is estimated that the additional reve- 
nue from the individual income tax 
outside the package would amount to 
roughly § million pesos annually and 
from the component included in the 
residence tax, 10 million pesos; or a 
combined increase of tax on individual 
incomes of 15 million pesos, represent- 
ing an increase of 75 per cent. 


Property Tax 


Under the recommendations the 
property tax would also be partly fused 
with the composite residence tax. The 
property tax is now the most important 
source of revenue for the provincial and 
local governments. In the fiscal year 
1949 revenue from the tax was about 
28 million pesos. Total assessed value 
of taxable property in June, 1949, was 
a little over 3.5 billion pesos, divided 
roughly into 2.5 billion assessed in the 
provinces and 1 billion in the cities. 
Exempt properties amounted to ap- 
proximately 0.5 billion pesos. The na- 
tional government owns little property 
in the provinces, most of its properties 
being located in Manila, where they are 
used by the various government 
agencies. 

Assessments are made by provincial 
or city assessors appointed by the Presi- 
dent. In many of the provinces the 


assessment function is performed as an 
incidental chore by a provincial treas- 
urer who is burdened with many other 
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duties. The salary scales in general are 
inadequate to attract qualified persons 
who would be willing to devote a major 
portion of their time to the assessment 
function. 

Property is grossly undervalued, and 
the undervaluation is by no means. uni- 
form. Undervaluation of land as dis- 
tinguished from improvements is the 
practice in both urban and rural areas, 
New construction and improvements 
are characteristically assessed at higher 
ratios of true value than is land. This 
unsatisfactory situation is improving 
very slowly because the objective of 
valuation generally is to raise assess- 
ments only to the level of true and full 
value as of 1941. It appears that exist- 
ing values, which are, of course, much 
higher than prewar values, are officially 
viewed as abnormal or temporary, but 
this would seem to be a rationalization 
for a reluctance to increase abruptly the 
tax burden of property owners. It 
should be apparent that the prospect of 
returning to pre-World War II values 
is extremely remote. Assessed values of 
property in Manila probably do not 
average more than 40 per cent of cur- 
rent market values. The average in 
other cities and in the provinces is sub- 
stantially lower, ranging from about 20 
to 30 per cent. 

Formal provision appears to have 
been made for the attainment of uni 
form assessment value. The assessment 
schedules of the provincial assessor ate 
reviewed and approved by the Secretary 
of Finance in advance of actual asses 
ment. The city assessors are similarly 
accountable to their city councils. As 
sessment manuals show in considerable 
detail the values to be applied for dit 
ferent classes of rural and urban prop 
erty, but disparities in valuation result 
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from the diverse interpretations made 
in the practical application of manual 
rules and procedures. 

Payment of the property tax is made 
in two installments which are not neces- 
sarily equal and which leave room for 
bargaining between the tax adminis- 
trator and the taxpayer to postpone the 
bulk of the tax to the second install- 
ment. Interest is charged for delin- 
quency at the rate of 1 per cent a 
month. Legal means are provided for 
the collection of the tax, including a 
provision for the sale of delinquent 
property at public auction; but the 
high delinquency rate suggests that the 
government does not avail itself freely 
of its powers. Of the total tax collec- 
tions in the fiscal year 1947, over 25 per 
cent was on account of assessments 
from prior years. In other years, the 
collections on account of past-year lia- 
bilities have been running about 20 per 
cent. This delinquency situation is 
particularly baffling when one considers 
the low level of the property tax rates. 
The tax rates are under 1 per cent in 
15 of the 49 provinces and 6 of the 21 
cities. 

Two basic factors keep down the 
property tax in the Philippines and 
perhaps also explain the large amount 
of delinquency. The first is that prop- 
erty holdings both in urban and rural 
areas are highly concentrated in the 
hands of relatively few individuals. 
Even in Manila, for example, the 100 
largest property owners in 1950 ac- 
counted for 24 per cent of the assessed 
value of land and 21 per cent of the 
assessed value of improvements. The 
second factor is the uncertain status of 
titles to property, particularly among 
the small holders. The government is 
far behind in clearing titles to property. 
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It is easy to understand why taxpayers 
are reluctant to pay taxes on properties 
to which their legal claim is uncertain; 
not infrequently the taxes are paid with 
the specific understanding that the pay- 
ment has no bearing upon the outcome 
of pending claims to ownership. 

Two basic recommendations were 
made with respect to the property tax. 
The first was directed at raising the 
level of assessments and improving the 
uniformity of the assessments. For 
general supervisory and review purposes 
in the whole field of taxation, as will 
emerge later, it was recommended that 
a tax commission be established under 
the direction of a tax commissioner. 
The tax commissioner would be assigned 
the function of equalizing and improv- 
ing the level of assessment. At present 
the cities and provinces, on behalf of 
the municipalities, assess properties 
without any machinery to accomplish 
equalization of assessments or to assure 
reasonable valuations. Local pressures 
to keep down the assessments probably 
cannot be offset merely by exhortation 
of local assessment officials. If adminis- 
tration of the property tax is to be im- 
proved, the central government must 
take an active role in actual adminis- 
tration in addition to exercising review 
and supervisory powers. Moreover, in- 
crease in the national government’s par- 
ticipation and responsibility for the ad- 
ministration of the property tax would 
be justified because the proposed resi- 
dence tax would have as one of the 
components of its base the same prop- 
erty tax valuation as is used for the 
local property tax. Under the pro- 
posal the local official in charge of prop- 
erty tax records would be required to 
maintain an alphabetical list of tax- 
payers and annually to transmit to the 
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tax commissioner a list showing assessed 
value of property for holders who have 
real property with an aggregate value 
in excess of 5,000 pesos. The tax com- 
missioner would integrate this informa- 
tion with information received from 
the Collector of Internal Revenue on 
net income and transfers of property 
subject to gift and estate taxes. 

The second property tax recom- 
mendation was directed at the concen- 
trated ownership of land and was de- 
signed to bring the Philippine tax 
system into better alignment with 
meaningful standards for levying taxes 
in accordance with taxable capacity. 
Specifically, it was recommended that 
there be included under the graduated 
rates applicable for residence tax pur- 
poses a property tax component of § 
per cent of assessed value of real prop- 
erty, with an exemption up to 5,000 
pesos of assessed value. This would im- 
pose a mildly progressive property tax 
as part of the residence tax, in addition 
to the existing ad valorem property tax 
which would remain outside the resi- 
dence tax package. Over time, the im- 
position of such a progressive property 
tax would tend to direct property into 
more widespread ownership and also 
into more effective economic utilization. 

The inclusion of 5 per cent of assessed 
value of property under the graduated 
residence tax, which ranges from 10 
per cent of a residence tax base of 10,- 
000 to 20,000 pesos up to 40 per cent 
on a residence tax base of 200,000 pesos 
and over, is tantamount to imposing an 
additional ad valorem property tax 
ranging from 0.5 to 2 per cent. Ag- 
gregate ad valorem tax on properties in 
excess of the 10,000 peso exemption 
would thus range from 1.5 to 3.5 per 
cent. While cities in general are now 
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permitted to levy property tax rates up 
to 2 per cent, none of them do so. The 
typical levy is 1 per cent or less. Only 
Manila imposes a rate as high as 15 
per cent. Here the combined rates 
would reach 3.5 per cent for holders of 
large amounts of property. This is in- 
deed mild pressure against great con- 
centrations of property ownership, and 
it may well be that in the future the 
potentialities of the structure recom- 
mended might be further explored to 
good advantage. 

Even if the great concentration of 
property holdings did not exist, there 
would be ample justification in equity 
for integrating property and income 
taxes. At least in a country which did 
not start in its early development period 
with both a substantial income and 
progressive transfer tax and maintain 
such a system throughout its history, it 
is impossible to provide a satisfactory 
basis for measuring taxable capacity 
merely by relying upon a net income 
tax, weakly supported, as it almost uni- 
versally is, by perfunctory transfer 
taxes. If a tax system is to be equita- 
ble, means must be found to take into 
account both the wealth status and the 
income status of the taxpayer. The 
more the accumulations of wealth have 
been allowed to proceed untaxed in the 
past, the greater is the justification for 
instituting this basic reform in the tax 
system which would bring under one 
progressive tax items that tend to re 
flect both the wealth status and the in- 
come status of the individual. 

The combined individual income tax 
rate and additional residence tax rates 
for individuals under the recommends 
tions are shown in Table 2. 

The increase in revenue from prop- 
erty taxation is estimated to amount 
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30 million pesos, a rise of over 100 per 
cent. Of this total, it is estimated that 
about one-half would accrue under the 
property tax component of the resi- 
dence tax. The balance, from existing 
ad valorem property tax rates, would 
be attributable to a substantial increase 
in the level of assessments. If the rec- 
ommended tax commission with ade- 
quate authority were established, it 
should be practicable to raise assessments 
by 25 to 50 per cent during the first 
two years and ultimately to double the 
assessment level. 


TABLE 2 

ProposeD RESIDENCE TAX AND INDIVIDUAL 
Income Tax Rates 

(In per cent) 





Additional 








‘ Combined 
named beret Resi- Income 
ax Base Income dence and 

(Thousands ' Tax Residence 
of pesos) as Tax 
6 or less .... 10 none 10 
| eee 20 none 20 
> re 20 10 30 
20-50 ....... 30 10 40 
50-100 ....... 30 20 50 
100-200 ....... 30 30 60 
200 and over .. 30 40 70 





“Includes: (1) net income; (2) 5 per cent of 
assessed value of property in excess of 5,000 
pesos; and (3) value of gifts and bequests. 


Transfer Taxes 


As in the case of the income tax and 
the property tax, part of estate, inher- 
itance, and gift taxes would remain out- 
side the composite residence tax and 
part would be fused with it. The exist- 
ing taxes are extremely complicated and 
correspondingly ineffective as revenue 
producers. During the fiscal year 1949 
collections from the transfer taxes 
amounted to 2.2 million pesos. The in- 
heritance tax component contributed 
1.3 million and the gift tax a nominal 
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amount; the balance came from the 
estate tax. 

The present estate tax is levied on the 
net estate of every decedent, whether a 
resident or a nonresident of the Philip- 
pines, at rates ranging from 1 per cent 
of the net estate bracket 5,000 to 12,- 
000 pesos to 15 per cent on the amount 
of the net estate in excess of 1,000,000 
pesos. In addition an inheritance tax is 
imposed at graduated rates that favor 
transfers to the spouse, children, par- 
ents, and all transfers for educational 
purposes. An inheritance tax exemp- 
tion of 5,000 pesos applies if the bene- 
ficiary is a spouse or a child who is a 
citizen or resident of the Philippines. 
Under the estate tax transfers to a sur- 
viving spouse are not taxable. As in 
the United States, there is a provision 
for property previously taxed within 
five years under any of the transfer 
taxes. This provision excludes for es- 
tate tax purposes percentages of prop- 
erty previously taxed on a sliding scale 
varying with the period expired and 
ranging from 100 per cent for the 
period within one year to 20 per cent 
for the period over four years. The 
estate tax is due and payable within 
nine months after death; after the estate 
tax is deducted, the shares may be dis- 
tributed to the beneficiaries. The in- 
heritance taxes are due and payable 
within twelve months after death. The 
beneficiaries are jointly and severally 
liable for the inheritance taxes, but the 
taxes are not withheld from the shares 
prior to distribution. 


A gift tax is now imposed in two 
parts, the first on the donor and the 
second on the donee, applicable to 
transfers of property by both residents 
and nonresidents. The rates for the 
donor component of the gift tax apply 
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on a cumulative basis and are the same 
as the estate tax rates. The rates for 
the donee component of the gift tax 
also apply on a cumulative basis, like 
the inheritance tax. The rates for this 
component of the gift tax vary by type 
of relationship under a system of co- 
efficients superimposed on a basic rate 
schedule which is the same as the inher- 
itance tax rates. The basic rate sched- 
ule for the donee component of the gift 
tax applies to the same categories of 
beneficiaries as the basic inheritance tax 
schedule. The coefficient for other 
classes of beneficiaries is likewise the 
same as under the inheritance tax. An 
exemption of 5,000 pesos is provided to 
the donee component of the gift tax for 
the same categories of beneficiaries who 
are entitled to a specific exemption un- 
*der the inheritance tax. Also exempt 
from gift taxes are gifts made on ac- 
count of marriage, either before or 
within a year after marriage, up to 10,- 
000 pesos, and gifts outside the bene- 
ficiary classification entitled to the 
5,000 exemption, up to 1,000 pesos a 
year or § per cent of the donor’s net 
income, whichever is greater, but not 
in excess of 5,000 pesos. 

A separate donee gift tax return is 
required for the gifts received from 
each donor. The returns are due by 
March 1; the tax is assessed by the col- 
lector and is payable on or before 
May 1. 

Three recommendations were made 
with respect to the transfer taxes. The 
first was that the inheritance taxes and 
the donee gift tax be repealed and that 
transfers of property be included as an 
integral part of the residence tax base 
and, together with the net income and 
property tax components, be subjected 
to the uniform graduated rates. Sec- 
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ond, it was recommended that the estate 
tax and the donor component of the 
gift tax be fused into a single cumula- 
tive transfer tax on the model of the 
gift tax, treating the property trans- 
fered at death as the last increment in 
the cumulation. For this integrated tax 
a specific exemption of 5,000 pesos was 
recommended. The third recommenda- 
tion was that the rates be increased sub- 
stantially. The rates recommended for 
the integrated transfer tax are a 
follows: 


Cumulative Amount of 


= Rate 
Transfers 5 

(In thousands of pesos) (Per Cent) 
PN cicearcisade tas 0 
ee Mevsccnbas seach es 5 
ee Sr eee rene 10 
UE MENS 55s aiguy:» sin e804 000. 15 
PT  ¢cnenee cutens kane 20 
I 65sec dx bap iow cee 30 
ee, Te re 40 
POF OVE oa cs siccned nein 50 


It is estimated that the revenue from 
transfer taxes would be increased by 
about 3 million pesos a year at the out- 
set with larger increases as time passed 
and the volume of inter vivos transfers 
cumulated. Also there would be some 
appreciable additional revenue from the 
transfer tax component included in the 
residence tax. The revenue from these 
sources would probably be increased by 
something like 200 per cent. 


Residence Tax 


The chief element in the tax program 
recommended for the Philippines is the 
residence tax which has already been 
described in connection with the rte 
forms outlined for the individual in- 
come tax, the property tax, and the 
transfer taxes. Here it is only neces 
sary to add that the decision to expand 
this relatively unimportant component 
of the existing Philippine tax system 
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was arrived at primarily because the tax 
offered the opportunity of building 
more equity and administrative effec- 
tiveness into the system. Even if the 
administrative and legal framework of 
the tax had not existed, it would have 
been necessary to have constructed it. 
Under the existing residence tax indi- 
viduals are required to have a residence 
certificate and to present it upon cer- 
tain occasions; for example, when they 
take an oath of public office, receive a 
license or permit, pay taxes or fees, re- 
ceive money from public organizations, 
transact official business, and receive 
wages. If the records were properly 
kept, the tax would provide a registra- 
tion of all adults engaging in economic 
activities for compensation. 


Tax Commission 


It would serve no useful purpose to 
develop plans for the improvement of 
the Philippine tax system unless some 
means were found to strengthen tax 
compliance and administration. What 
is urgently needed is a new agency, 
equipped with technical know-how and 
the will to start afresh in the monu- 
mental task of enforcing the tax laws. 
Tax morale and standards of adminis- 
tration have been permitted to deterior- 
ate appreciably. The Philippines need 
a tax commission and a tax commis- 
sioner with broad powers of review and 
supervision over existing national and 
local tax enforcement agencies. The tax 
commission should directly administer 
the residence tax, and the tax commis- 
sioner alone should have the authority 
to issue the residence tax certificates. 
Without these certificates individuals 
would be barred from carrying on their 
private and public affairs. Such a 
strong weapon is needed to bring the 
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high-income taxpayers in the Philip- 
pines into alignment with their proper 
financial responsibilities to their govern- 
ment. By keeping a clearing house of 
tax information, the tax commission 
could readily check upon the tax pay- 
ment status of every upper-income re- 
cipient. Residence tax certificates could 
be denied all taxpayers who had not 
given reasonable explanations for being 
in arrears in their liabilities for the 
major taxes. These individuals could 
be denied licenses to practice as im- 
porters and exporters, to practice in the 
professions, or indeed to carry on any 
form of business. A quick end can be 
put to the popular pastime of playing 
hide-and-seek with the tax adminis- 
trators. 


INTERGOVERNMENTAL FISCAL 
RELATIONS 


At present local government appears 
to be too dependent upon central gov- 
ernment for its finances; the national 
government supervision of local gov- 
ernment is too diffused over the various 
agencies of the national government; 
and, in general, the local governments 
are given inadequate attention and as- 
sistance by the national government. 
The national government provides no 
consistent planned supervision and re- 
view and assistance on persistent and 
vexing provincial and local financial 
problems. It seems highly important 
to transfer all the review and super- 
visory powers now residing in the vari- 
ous offices of the national government, 
particularly the Office of the Secretary 
of Finance, to the recommended tax 
commission. Such a commission could 
engage in a continuous review of inter- 
governmental financial arrangements, 
provide continuous assistance on such 





matters as property tax assessments, 
budgets, taxes, borrowing, personnel, 
procurement of materials, and help lift 
the provincial and local governments 
from the slough of financial and politi- 
cal despondency into which they appear 
to have sunk. 


CONCLUSIONS 


Such, in broad outline, were the 
recommendations, aims, and objectives 
of the tax program for the Philippines 
recommended to and by the U. S. Eco- 
nomic Survey Mission. The most ur- 
gent need is for a tax commission (1) 
to establish housekeeping facilities for 
the information required to operate an 
effective tax collection system; (2) to 
use such information to cross-check the 
tax compliance of the higher income 
recipients and larger holders of prop- 
erty; (3) to equalize property taxes and 
to elevate the property assessments from 
levels which are still a fraction of pre- 
war values and hence a very small frac- 
tion of current values; (4) to under- 
take effective supervision and control 
of the financial operations of local gov- 
ernments and without prejudice to 
efficiency to evolve financial arrange- 
ments to bolster independent local self- 
government. 

Once an effective tax commission is 
established, it should give consideration 
to many technical problems that ur- 
gently require adjustment in any long- 
run revision of the Philippine tax sys- 
tem. Some of these technical problems 
cannot be neglected even in a first- 
approach program. For example, the 
existing income tax law makes no pro- 
vision for carry-over of net business 
losses. This is prejudicial to risk-bear- 
ing investment. Taxpayers should be 


permitted to carry back net losses for a 
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period of at least two years and to carry 
them forward five years. Similarly, the 
limitation of capital losses to capital 
gains with a one-year carry-forward is 
unduly restrictive and prejudicial to 
risk-bearing. Here too the carry-over 
period should be lengthened and capital 
losses should be allowed as an offset 
against other income. These revisions 
would appreciably reduce the depress- 
ing effects of the income tax. The so- 
called double taxation of dividends 
flourishes in the Philippines as it does in 
the United States. Ultimately, a part- 
nership approach may be feasible, but 
in the interim some less satisfactory step 
may need to be taken. Existing liberal 
tax exemptions should be carefully ex- 
amined to assess their worth as incen- 
tives and their compatibility with a 
more equitable and a nondiscriminatory 
tax system. Among the items that need 
to be scrutinized are the exemptions 
under special franchises granted certain 
public utilities and other corporations, 
the four-year exemption for certain 
new businesses qualifying under execu- 
tive specifications as critically essential 
enterprises, the exemption of interest on 
government bonds, the exemption of 
salaries of judges and certain others. 
Simplification might well be made the 
keynote of a comprehensive overhaul of 
the Philippine tax structure. The need 
is fewer taxes, fewer complicated pro- 
visions with respect to each tax, and 
greater effectiveness of each tax and the 
structure as a whole. This effectiveness 
cannot be gained, however, without 
greatly improving the equity of the 
whole tax system. This means greatly 
strengthening the progressive elements, 
i.e., the taxes on individual incomes and 
property, both the annual property 
taxes and the property transfer taxes. 
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The tax problem in the Philippines 
can be solved, and solved quickly, by an 
all-out constructive internal effort. The 
time for action is upon the people and 
the government of the Philippines. The 
opportunity to establish the govern- 
ment finances on a stable, progressive 
basis must not be dissipated in endless 
partisan debate. The emergency calls 
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for a unified Filipino effort to combat 
disruptive economic instability and so- 
cial and political disturbances which are 
largely generated by economic condi- 
tions. The challenge to leadership— 
political, social, and economic—must be 
met now. To delay is to surrender to 
the forces that threaten irreparable dis- 
integration. 








COMPULSORY LENDING: THE WORLD 
WAR II EXPERIENCE 


WALTER W. HELLER * 


N SEEKING SOURCES of anti-infla- 

tionary revenue since Korea, a num- 
ber of economists have looked with 
favor on compulsory lending. Unlike 
the discussions of this device which were 
launched by Lord Keynes early in 
World War II, the present re-examina- 
tion of its possibilities can draw on a 
substantial fund of previous experience. 
Both Canada and Great Britain used 
compulsory loans in World War II in 
the form of a refundable portion of the 
individual income tax, and the victory 
tax in the United States originally (in 
1942) had a postwar credit feature.’ 
All three countries made part of their 
excess profits taxes refundable after the 
war. It is the purpose of this paper to 
review and appraise the Canadian and 
British experience in its application to 
individuals, particularly as it bears on 
the appraisal of compulsory lending as 
a potential instrument of defense fi- 
nance in the 1950’s. 


* The author is professor of economics at the Uni- 
versity of Minnesota. 


1 The postwar credits were converted into current 
offsets before taxpayers filed their income-victory 
tax returns in 1944. Although the Treasury recom- 
mended compulsory lending to Congress in connection 
with its spendings tax proposal in 1942 and sug- 
gested it again as part of its income tax program in 
1943, Congress remained cool to the idea during the 
rest of World War II. 


GENERAL NATURE AND RATIONALE 
OF COMPULSORY LOANS 


Compulsory lending lies midway be- 
tween taxation and voluntary lending, 
Like a tax, it is a compulsory contribu- 
tion to the government on a base fixed 
by statute and is levied on terms (as to 
interest and repayment) which would 
not be accepted voluntarily by the con- 
tributor.* Like a loan, the principal 
amount is to be repaid to the contribu- 
tor (and interest may also be paid). 

Although refundable income and ex- 
cess profits taxes are the most familiar 
forms of compulsory lending, almost 
any tax or income payment is a poten- 
tial base. Recent suggestions, for ex- 
ample, include: a sales tax with a re- 


2 Compulsory lending and its variants have many 
different labels, e.g., forced loans, mandatory loans, 
induced loans, refundable taxes, postwar credits, de 
ferred pay, deferred spending, minimum saving ft 
quirements, compulsory savings, forced savings, and 
savings portion (of a tax). It should be noted that 
compulsory saving is fundamentally different from 
compulsory lending. It is much more comprehensive, 
not merely requiring the taxpayer to lend a given 
sum to the government (which leaves him the op 
portunity to dissave or reduce other forms of saving 
to meet the loan obligations) but requiring that 4 
specified amount out of any given income should be 
saved, i.e., added to his total assets. 


3 For a definitive discussion of the tax element in 


a forced loan, see Carl Shoup, “ Forced Loans,” chap. 
xi in Curbing Inflation Through Taxation, Tax Instr 


tute Symposium, New York, 1944, pp. 126-36. 


116 





fu 


fu 


co 


pre 
wo 
me 
Sav 


on 
vie 


tax 
no’ 


lar 





e- 


- 


> 
-' 


to 
Id 


- 
u- 
X- 
n- 


X- 
e- 


a??? FS 


Tea YTSRSR 








COMPULSORY LENDING 117 


fundable feature, increases in social 
security payroll taxes linked with special 
future benefit payments, and a separate 
compulsory loan system designed to im- 
pound part of increases in income or 
overtime pay." 

The theoretical case made by Keynes 
and others for compulsory lending in 
the form of postwar credits rested on 
three main propositions: (1) Incentives: 
the substitution of a promise-to-pay for 
a tax receipt would soften the adverse 
impact of heavy wartime levies on the 
will to work. (2) Equity: the demands 
of an anti-inflationary tax program on 
the lower income groups were so harsh 
as to require alleviation by eventual re- 
turn to these groups of part of their 
wartime tax payments. (3) Purchas- 
ing power backlog: the credits would 
constitute a valuable backlog of con- 
trollable purchasing power to combat an 
anticipated postwar depression. The 
Canadian system also rested on a fourth 
proposition: (4) the postwar credit 
would provide a suitable method of 
meeting the problem of taxpayers’ fixed 
savings commitments. 

In current discussions, the first, sec- 
ond, and fourth points are stressed, es- 
pecially when compulsory lending is 
viewed as a substitute for additional 
taxes. The third point, however, is 
now turned around and used as the first 
of several arguments for substituting 
compulsory lending for part of any 
large-scale voluntary lending program 
which might become necessary. Com- 
pulsory loans would (1) sterilize funds 


4In its January, 1951, Annual Economic Review, 
the President’s Council of Economic Advisers men- 
tioned the possibility of “ granting some wage in- 
creases where necessary but withholding them from 
the purchasing power stream by social security de- 
ductions which are a form of compulsory saving ” 
(p. 95). 


instead of building up a dangerous in- 
flationary backlog of readily cashable 
bonds, (2) enable payment of lower in- 
terest, (3) bring slackers into line, and 
(4) compensate for any general reluc- 
tance to buy savings bonds which might 
develop. 


In these respects, of course, compul- 
sory lending does not differ from taxa- 
tion. Its claimed differential advan- 
tages lie in accomplishing these ends 
without interfering with work incen- 
tives, distributional goals, and fixed sav- 
ings commitments to the same degree as 
an equivalent amount of taxes (meas- 
ured in units either of money or of anti- 
inflationary effectiveness). In what 
follows, the British and Canadian ex- 
periences will be described and evalu- 
ated in terms of the important evidence 
they yield on these issues, and the dif- 
ferences between the World War II 
setting and the current situation in the 
United States will be considered. 


BRITISH AND CANADIAN SYSTEMS OF 
REFUNDABLE INDIVIDUAL 
INCOME TAXES 


Base, Computation, and Terms of 
Postwar Credits 


Great Britain was the first to adopt a 
compulsory lending scheme. The Fi- 
nance Act of 1941 reduced tax-free al- 
lowances from £100 to £80 for single 
persons and from £170 to £140 ‘for 
married persons and also reduced the 
earned income allowance from one-sixth 
(maximum £250) to one-tenth (maxi- 
mum £150). The resultant increases in 
liability were designated as postwar 
credits, to be refunded to taxpayers 
after the war in the form of accounts 
in the Post Office Savings Bank. The 


maximum amount of such credit which 





could accrue annually was £60 for a 
single person and £65 for married per- 
sons if all income were earned and £10 
and £15, respectively, if all income 
were derived from investments.° No 
offsets for fixed savings commitments 
were allowed. The system of refunda- 
ble taxes was terminated as of April 5, 
1946.° 

Canada introduced its postwar credit 
in 1942 and suspended it as of July 1, 
1944.‘ Allowable as a postwar credit 
(“savings portion”) was one-half of 
the total tax payable under both normal 
tax and graduated tax rates, but not to 
exceed (a) for single persons, 8 per 
cent of net income, or $800, whichever 
was less; (b) for married persons, 10 
per cent, or $1,000; (c) for each de- 
pendent, an additional 1 per cent, or 
$100. 

Against the Canadian credit, unlike 
the British, offsets were allowed for 
fixed commitments. The credit could 
be taken currently to the extent of the 
taxpayer’s contractual savings under 
commitments made prior to June 23, 
1942 (the date of the Finance Minis- 
ter’s statement announcing the forced 
savings program). The following were 
specified in the law as allowable current 
offsets against the refundable portion: 
(a) contributions to pension or retire- 


5 Sec. 7, Finance Act of 1941. 
6 Sec. 17(4), Finance Act (No. 2) of 1945. 


7 Secs. 8 and 31, Chap. 28, Statutes of 1942-43 
adding secs. 7A and 93 to the Canadian Income War 
Tax Act; Chap. 43, Statutes of 1944-45. Although 
the postwar credit feature nominally applied to the 
entire year 1942, the 50 per cent reduction of 1942 
income tax liabilities (which was enacted to reduce 
the doubling up associated with the shift to a cur- 
rent-payment system) had the effect of cutting the 
credit, or savings portion, in half. Since the credit 
was again cut in half for 1944, the only full year 
of applicability was 1943. 
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ment funds; (b) net premiums paid on 
life insurance policies on the taxpayer's 
own life or the lives of the taxpayer's 
spouse or dependents; (c) reduction of 
debt outstanding on one residential 
property; and (d) certain types of in- 
stalment savings where postponement of 
payments would result in substantial 
loss to the taxpayer. Payments for pur- 
chase of Victory Bonds and other gov- 
ernment bonds were not allowable as an 
offset. In all cases except payments 
into annuity or pension funds deducted 
at source by the employer, the employee 
was required to file receipts with his 
income tax return which would show 
both the nature and the amount of each 
payment claimed. 

The British plan specified that no in- 
terest was to be paid on the postwar 
credits except from the date on which 
the credit became available to the tax- 
payer after the war. Canada, in con- 
trast, provided that simple interest of 2 
per cent was to be payable from Octo- 
ber 1 following the end of each taxable 
year for which the refundable portion 
was levied. 

As to repayment, British law pro- 
vided simply that credits would be paid 
back after the cessation of hostilities at 
a date fixed by the government. The 
Canadian law in 1942 set up a schedule 
calling for repayment soon after the end 
of the war, as follows: the credits re- 
ferable to 1942 were to be repaid not 
later than the end of the second fiscal 
year after the cessation of hostilities, 
those referable to 1943, by the end of 
the third fiscal year, and so on. Canada 
further provided that after the cessation 
of hostilities the Governor in Council 
could pay the refunds earlier at his dis- 
cretion. In both countries, certificates 
indicating the amount of postwar credit 
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claim arising each year were issued, al- 
beit only after long delays.® 

Neither country made provision for 
emergency withdrawals of the accumu- 
lated postwar credit, nor was the credit 
assignable in any way. However, un- 
like Great Britain, Canada provided 
that (a) in the event of the taxpayer’s 
death, payment might be inade to his 
legal representative, and (b) taxpayers 
over 65 years of age with incomes of less 
than $5,000 were to be exempt from 
the refundable portion of the tax. 

Both systems made special provision 
in their repayment schedules for elderly 
persons. In 1944, Canada provided that 
amounts refundable under the postwar 
credit could be paid at once to taxpayers 
who were 65 years of age or more and 
whose incomes were less than $5,000 
annually. In Great Britain it was pro- 
vided in 1946 that the postwar credits 
for the years 1941-42, 1942-43, and 
1943-44 were to be payable effective 
August 1, 1946, to women aged 60 or 
more and men aged 65 or more. In 
1947, it was provided that the credits 
for the years 1944-45 and 1945-46 
should also be paid to such persons and 
that the credits for all five years were to 
be repaid to other persons reaching those 
ages. This provision is still in effect, so 
that repayments to men reaching the 
age of 65 and women reaching the age 
of 60 are continuing. 


Amounts of Credits and Refunds 


As shown in Table 1, the British 
postwar credits for the taxable years 


8This was not required by law but was provided 
by administrative action. Both the Canadian Minis- 
ter of Finance (in his budget statement, March 2, 
1943) and the British Chancellor of the Exchequer 
(in his budget statement, April 14, 1942) found it 
Recessary to assure taxpayers that such certificates 
would be forthcoming. 
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1941-42 through 1945-46 totaled about 
£800 million, or 13 per cent of total in- 
dividual income tax collections. Of 
this amount, Table 2 shows that only 


TABLE 1 
InpivipuaL INcome Tax CoLLECTIONS AND 
Postwar Crepits: CANADA AND 
Great Britain, 1942-46 


(In millions) 











Postwar 
Indi- Credits 
Total vidual as Per 
Year* Revenue Income Postwar Cent of 
from Tax Credits  Indi- 
Taxes Collec- vidual 
tions ” Income 
Tax 
Canada 
1942 .... $ 1,361 $ 391 $ 60 153 
1943 .... 2,137 826 150 18.2 
1944 .... 2,592 809 80 99 
1945 .... itis nee ea — 
1946 


Total.. $6,090 $2026 $290 143 
Great Britain 





1942 .... £1,962 <£ 845 

1943 .... 2,483 1,082 £350 11.0 

1944 .... 2,948 1,260 

1945 .... 3,135 1,390 225 16.2 

IG... 3,197 1,430 225 15.7 
Total.. £13,725 £6,007 £800 13.3 





“Taxable years in the case of Canadian in- 
come tax collections and postwar credits; fiscal 
years ending March 31 for all other items. 


> Includes postwar credits. For Great Britain 
includes surtax on individuals and income tax 
on corporations. 


Source: Canada: The Budget, 1947-48, Appen- 
dix R. 4; Budget Speech, June 26, 1944, 
p. 42; and Canadian Department of 
National Revenue, Taxation Division, 
Tazation Statistics, September, 1947, 
p. 120, and 1949, p. 22. Great Britain: 
Financial Statements for 194243— 
1945-46. 


one-fifth, or £167 million, was to have 
been repaid by the end of the fiscal year 
1950-51, leaving £633 million still un- 
paid. Payments beyond those made to 
elderly people have been held to be in- 





appropriate in view of continuing infla- 
tionary pressures. 

The Canadian credits totalled $290 
million, or 14 per cent of the total in- 
dividual income tax liabilities for the 
three taxable years to which the credit 
feature applied. However, since the 
credit was allowable against only one- 
half of the 1942 and 1944 liabilities but 
against the full 1943 liability, the figure 
of 18 per cent for 1943 in a sense repre- 
sents the relative role of the postwar 


TABLE 2 


InpivipvuAL INcoME Tax Postwar REFUND 
PAYMENTS: CANADA AND GREAT 
Britain, 1947-51 


(In thousands) 





Amounts of Refunds 
Fiscal Year Paid in Each Year 
(ending March 31) —— 

Canada 





Great Britain 





aaa £ 57,928 


1948 $ 60,500 55,927 

1949 223,600 19,001 

. reer. 16,960 

ea Aes 17,000 (est.) 
Total paid ...... 284,100 166,816 


Total due ....... 25 


4 
5,500 800,000 (est.) 
Total outstanding 1 


400 633,184 (est.) 





Source: Canada: Statistical Summary, Bank of 
Canada, May, 1948, and March, 1950; 
Great Britain: Financial Statements 
for 1946-47—1950-51. 


credits more reliably than the 14 per 
cent average. Canada repaid the credits 
very quickly, refunding $60.5 million 
on schedule in the fiscal year 1948 and 
$223.6 million on an accelerated basis in 
1949 (when the discretionary provisions 
were used to repay the credits for 1944 
a year ahead of the statutory schedule). 
For all practical purposes, repayments 
were completed by March 31, 1949. 
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APPRAISAL 


Ideally, an appraisal of the compul- 
sory lending experience would begin by 
isolating and measuring its anti-infla- 
tionary effect. How much of the loan 
merely displaced other forms of saving 
or was offset by dissaving, and how 
much of it came at the expense of 
spending would be determined. The 
same calculus would then be made for 
an equivalent amount of tax liabilities 
distributed in the same manner as the 
loan liabilities. Thus, at the outset, one 
would be able to gauge how much lower 
the anti-inflationary pressure of com- 
pulsory lending is as compared with 
taxation. 

Then, one might appropriately take 
amounts of taxation and compulsory 
lending which are equivalent in their 
anti-inflationary impact and proceed to 
compare their incentive, equity, institu- 
tional, and postwar monetary effects 
and their respective administrative and 
compliance burdens. If it were demon- 
strated that compulsory lending could 
be pushed much farther than taxation 
before it had to bow to incentive, 
equity, and fixed-commitment barriers, 
it could still carry the day as an anti- 
inflationary instrument. For this pur- 
pose, it might be sufficient to demon- 
strate that even after further taxation 
became unacceptable, some compulsory 
lending was accepted. 

Setting forth this set of specifications 
for an adequate appraisal suggests once 
more that economics cannot yet make 
the measurements demanded of an exact 
science, and that conclusive answers t0 
many policy questions must await psy- 
chological and econometric techniques 
which have yet to be developed or ap- 
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plied. Even in the absence of such 
techniques, of course, useful judgments 
for policy purposes can ordinarily be 
made, often with a considerable degree 
of assurance. It is believed that the 
British and Canadian experience lends 
itself to judgments of this type. 


Impact on Saving and Spending 


Some general observations on the 
anti-inflationary impact of the compul- 
sory loans are possible, but little more. 
Even a close study of year-to-year 
changes, by income classes, in the level 
and composition of saving and spending 
during the relevant years might not 
yield reliable results. Isolating the ef- 
fects of the compulsory loans would be 
difficult in view of their modest role °® 
and the vast changes in income, saving, 
and spending that took place during the 
war. 

Two aspects of the British experience 
strongly suggest that the compulsory 
loans had very nearly the same impact 
on consumption as a like amount of 
taxes. First, as is noted below, tax- 
payers generally failed to differentiate 
sharply, if at all, between the compul- 
sory-loan and straight-tax components 
of their gross liability. Second, the 
compulsory loan was largely limited to 
the lower income groups, where little 
voluntary saving out of income is pos- 
sible. Even if it had been successfully 
differentiated from a tax, it is unlikely 


®During 1943, individuals’ compulsory loans in 
Canada were equal to about 9 per cent of total per- 
sonal savings. Personal income totaled $8.2 billion, 
of which $1.7 billion represented personal savings. 
The refundable portion of the individual income tax 
Was $150 million. 


10This conclusion was expressed without reserva- 
tion by three British economists, Thomas Balogh, 
W. T. C. King, and E. F. Schumacher, in corre- 
spondence or conversation with the author. 
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that dissaving by anticipatory borrow- 
ing and the like would have taken place. 
In Canada, allowance of a postwar 
credit of as much as 10 per cent of 
income for most taxpayers suggests 
that it was more often substituted for 
other forms of saving than the British 
credit. However, since the postwar 
credits were net of contractual savings, 
the substitution would have been 
mainly against free savings in such 
forms as savings bonds and deposits. 
Part of the acceleration of bond re- 
demptions in 1943 and 1944 is laid at 
the door of the compulsory lending 
scheme by some Canadian observers. 


Effect on Incentives 


Preservation of workers’ incentives 
was strongly stressed as a basis for the 
Canadian and British postwar credits. 
For example, the Canadian Finance 
Minister in 1942 stated that “ by means 
of this principle we are to meet our im- 
mediate fiscal needs to a substantial de- 
gree without endangering the incentive 
afforded by the possibility of higher 
earnings for more and better work.” *? 

Both in Canada and Great Britain, 
however, official misgivings about the 
favorable incentive effect of the credits 
were expressed within the first year of 
operation. The governments of both 
countries found it necessary to assure 
taxpayers that they would receive cer- 
tificates showing the amount of postwar 
credit to which they were entitled, and 
Canada made a special point of assuring 
taxpayers that the refunds would cer- 
tainly be made.” 


11 House of Commons Debates, June 23, 1942, p. 
3895. 


12 The Canadian Finance Minister in his 1943 
Finance Statement said: “. . . the taxpayer will re- 
ceive a receipt or certificate covering the refundable 
portion of the tax which will be just as binding an 
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In dropping the postwar credit sys- 
tem even before the end of the war, the 
Canadian Finance Minister made the 
following adverse judgment of the in- 
centive effects of the credit: 


It has been widely represented that the 
high rate of deduction for income tax pur- 
poses is having an adverse effect on produc- 
tion, particularly as many taxpayers appar- 
ently do not make any distinction in their 
minds between refundable and non-refunda- 
ble taxes but regard them all as simply taxes. 
The fact that it is not administratively pos- 
sible to issue certificates for the refundable 
portion until a considerable time after the 
deductions are made contributes to this mis- 
understanding. At this stage of a long war, 
there are many causes contributing to ab- 
senteeism, unwillingness to work overtime 
and lack of application on the job. But it 
is alleged that the high rates of deduction 
for tax and savings are a contributing fac- 
tor. I am not in a position to judge fully 
how far this is true. . . . Nevertheless, if 
this particular method of borrowing, despite 
its virtues, has the one fault of discouraging 
production at this critical period of the war 

. then another method of borrowing 
must be found.’ 


In Great Britain, the government was 
criticized in the press for not giving 
more publicity to the postwar credits." 





obligation of the Dominion as a victory bond or a 
war savings certificate. I would like to take this 
opportunity to emphasize that the refunding of this 
tax to those entitled to it is one of the most certain 
acts of any postwar government that I can imagine. 
Not only does the whole credit of the Dominion 
stand behind this undertaking to repay but it would 
be political suicide for any government, however 
radical or however reactionary, to default on an ob- 
ligation due to the mass of the wage-earners of the 
country ” (House of Commons Debates, March 2, 
1943, p. 887). 


13 House of Commons Debates, June 26, 1944, 
pp. 4299-4300. 


14 For example, the London Times, February 28, 


Also, a report by the Select Committee 
on National Expenditure in 1942 stated 
that in spite of the postwar credits, 
“there is some resentment towards the 
payment of income tax and men are in- 
clined to stay away rather than work 
one day or more for ‘ nothing ’ as they 
put it.” The Bulletin of the Oxford 
Institute of Statistics, in noting this re- 
port, went on to make the following 
judgment and suggestions for improve- 
ment: 


On the evidence of the Select Committee 
it might, therefore, be argued that the ex- 
perience with post-war credits and their 
effect on workers’ effort does not encourage 
any extension of this principle in its present 
form. Whether the system can be suff 
ciently modified to overcome the existing 
resentment is an open question. 

In spite of leaflets and posters, post-war 
credits, like the new income tax, seem to 
reduce the incentive to work. Attempts 
may be made to overcome this psychological 
resentment by crediting the amounts due in 
shorter intervals, by making them more 
tangible and visible (special savings books 
or cards), and possibly, by permitting under 
special license the use of blocked savings for 
emergency expenditure.'® 


In both countries, then, the postwar 
credits appear to have failed on the score 
of preserving worker incentives. As 
one would expect from the narrower 
scope of the British plan, this harsh 
judgment applies with greater assurance 
to it than to the Canadian plan. By the 
same token, an adverse judgment on 
incentive aspect of the Canadian plan 
is more damning, since by designating 4 





1942, said, “Much more should have been made if 
propaganda of the postwar credits—a valuable com 
cession which has largely misfired.” 


15 Bulletins of the Oxford University Institute of 
Statistics, 1942, p. 101. 
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larger percentage as refundable and by 
providing for fixed-commitment offsets, 
it gave the taxpayer more reason to dif- 
ferentiate between the refundable por- 
tion and the tax portion. 

How could the incentive shortcom- 
ings have been overcome? As implied 
in the quoted criticisms, anything which 
would have differentiated the credit 
more clearly from the tax itself—and 
particularly any measures which would 
have clothed it with greater reality in 
the taxpayer’s mind—would have im- 
proved its incentive effect. Such meas- 
ures as greater publicity, prompt issu- 
ance of certificates, allowance of emer- 
gency access to the accrued credits, and 
application of the credits as payments 
on deferred-delivery purchases would 
have served this end. 

In considering the relevance of the 
World War II experience to the situa- 
tion in the United States in 1951, one 
must take into account several differ- 
ences in the economic and military set- 
ting. In an atmosphere of limited war, 
partial mobilization, and relatively weak 
direct controls, reliance on monetary in- 
centives is much greater than it was 
during total war. Fiscal measures must 
therefore be more solicitous of incen- 
tives to work and produce. Yet, it ap- 
pears that compulsory lending would be 
even less capable now of protecting in- 
centives than it was in World War II. 

The more remote in time and the less 
definite the terms of repayment of the 
compulsory loan, the greater the dis- 
count in the taxpayer’s mind of the 
value of the asset he is accumulating in 
this form. The prospects of a long-pull 
military effort suggest long postpone- 
ment of repayment. The difficulty of 
distinctly labeling the repayment period 
—postwar” is obviously not appro- 
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priate, and “ post-rearmament” or 
“ post-emergency ” hardly meets the 
need—might further dilute the vivid- 
ness of the loan asset. If, in addition, 
repayment were made discretionary to 
avoid “ postwar” inflationary compli- 
cations, the discounting of the value of 
the loan would be even greater.’® 

Two other aspects of the incentive 
problem tend to tip the balance toward 
further taxation in preference to com- 
pulsory lending at this time. First, the 
prospect that the military effort will be 
of much longer duration than in World 
War II makes it necessary to give 
greater weight to the asset effects of any 
fiscal measure. Compulsory loans would 
build up a growing backlog of assets, 
thus eventually weakening the incentive 
to gain additions to current income by 
harder personal effort. Of course, the 
lower the worker’s evaluation of the 
compulsory loan asset and hence the 
weaker its favorable current effect on 
incentives (as compared with taxes), 
the weaker will be its unfavorable ac- 
cumulation effect. 

Second, at first-bracket income tax 
rates well below 30 per cent, the income 
effect of a tax increase—the stimulus it 
offers for harder work to gain more in- 
come—might well be greater than its 
substitution effect—the incentive it of- 
fers to substitute leisure for work. 
Lacking firmer knowledge in the sphere 
of incentives, we can make no conclu- 
sive judgments on this score. But the 
stronger the income effect of tax in- 
creases the weaker the case for compul- 


16 This consideration lends support to the sugges- 
tion that a compulsory loan be keyed into the social 
security system in such a way as to capitalize on the 
more familiar concept of increased social security 
benefits as the quid pro quo for the sacrifice of cur- 
rent consumption. 
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sory lending from an incentive point 
of view. 


Equity 


Distributional considerations—the de- 
sire to soften the ultimate impact of 
wartime income tax rates on the lower 
income groups—played a major role in 
the British forced loan scheme and a 
somewhat lesser role in the Canadian 
scheme. However, the failure of the 
British to repay the loan thus far, ex- 
cept for elderly persons, largely negates 
this argument retrospectively. More- 
over, the Canadian system, having 
treated as refundable one-half of lia- 
bilities, but not more than roughly 
one-tenth of income, on incomes up to 
$10,000 (where dollar ceilings on the 
refundable portion took effect) loses 
some of its claim as a protector of the 
position of the lower income groups." 


It should be noted, of course, that a 
balanced judgment on the distributional 
point requires some assumption as to the 
incidence of the taxes levied to repay 
the credits. If, for example, one as- 
sumes that the recipients of the repay- 
ments are themselves the marginal 
group of taxpayers (i.e., the last ones 
drawn into the tax system or, if already 
in, the subject of the additional bur- 
dens imposed to finance the repay- 
ments), the postwar credits merely 
postpone the evil day of tax payment 
rather than redressing the distributional 


17 To make a conclusive judgment on this point 
would require knowledge of what the income tax 
rates would have been in the absence of the refunda- 
ble feature compared to what they were with it. 
It is here assumed that the effective rates of tax net 
of postwar credit were at least as favorable (and 
probably more so) to higher incomes (e.g. $10,000- 
$20,000) relative to lower incomes (e.g. $2,000- 
$5,000) as the rates of a straight non-refundable 
income tax would have been. 
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balance. Also, the longer the repay- 
ment is delayed and the more fluid the 
movement among income classes (a fac- 
tor more important in Canada than in 
Britain), the more likely it becomes that 
the distributional effects will be blurred, 

Apart from the actual final effect on 
income distribution, the contribution of 
the postwar credit to the taxpayer's 
“sense of fairness” depends on the 
value which the claimant attaches to his 
claim for an eventual refund. Only to 
the degree that he anticipates repay- 
ment—and depending on when and un- 
der what conditions—will he rate the 
credit above an outright tax in his judg- 
ments on the fairness of the tax system. 
As noted in discussing incentives, the 
World War II credits rated low on this 
score. 

In terms of contributing to greater 
income equality and fairness, the fol- 
lowing provisions would have improved 
the credits: (a) casting (in Canada) an 
even smaller portion of the income 
levies in the form of compulsory loans 
for incomes above, say, $3,000 or $3,- 
500; (b) making the terms of repay- 
ment more definite (especially in Great 
Britain), and providing for immediate 
access to accrued credits in distress cases 
(in both countries); (c) making 
prompt repayments after the war (in 
Great Britain). 

In addition to more general equity 
considerations, postwar credits provide 
a flexible instrument for taking account 
of “hardship cases.” Special provisions 
for the aged were a feature of both sys- 
tems. The adjustments for fixed sav- 
ings commitments in the Canadian law 
are another case in point. Immediate 
access to the credits in case of illness, 
accident, or other emergency would 
have been desirable. To be sure, out 
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right taxes permit of related adjust- 
ments, but relief in the form of a 
speedier repayment of a compulsory 
loan is less likely to create new inequities 
than a differentiation in final tax 
burdens. 

To determine when the critical level 
of taxation is reached at which equity 
considerations require relief for low- 
income and other hard-pressed groups 
of taxpayers is a subjective judgment 
involving a host of factors. Neverthe- 
less, two simple tests suggest that Fed- 
eral taxes are not yet as near that level 
as they were in World War II. First, 
even as increased in 1950, and assuming 
a further increase in 1951 of $10 billion 
(as recommended by the Treasury), 
total Federal tax liabilities in 1951 will 
not quite reach their peak World War 
II level as a proportion of national in- 
come. Second, the effective rates of in- 
dividual income tax on all taxpayers 
except single persons with net incomes 
above $3,000 would still be lower in 
1951 than in 1944 even if the 4 per- 
centage point increase recommended by 
the Treasury were enacted. By the 
same token, of course, it may- be said 
that we are coming close to the levels 
of taxation at which distributional ar- 
guments for compulsory lending may 
become stronger than they were in the 
United States in World War II. 


Postwar Monetary Effects 


One of the main attractions of the 
postwar credits at the time they were 
introduced was the prospect of having 
a ready source of purchasing power to 
inject into the economy to cope with 
the then-expected postwar slump.'* 


18 For example, Albert G. Hart, writing in 1941, 
stated: “ Public and professional interest in forced 
loan schemes hinges largely on the monetary effects 
expected in the postwar period. Keynes and his fol- 
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However, since such a slump did not 
materialize, both the payments in 
Canada and the much smaller payments 
in Britain added to inflationary pres- 
sures rather than serving as an offset to 
unemployment. 

The complete reversal in assumption 
since 1940 regarding the nature of the 
“ postwar” problem—the substitution 
of inflation for depression—has removed 
a major prop of the Keynesian case for 
compulsory lending but has, at the same 
time, substituted another prop. The 
new prop is the prospective use of com- 
pulsory loans to convert what would 
otherwise be a volatile backlog of liquid 
assets into an illiquid accumulation of 
assets controllable by the government. 
Here, compulsory loans are viewed 
mainly as an alternative to voluntary 
loans rather than taxes. That is, if the 
entire job cannot be done by taxation, 
compulsory loans redeemable only at the 
option of the government are deemed 
preferable to voluntary loans redeem- 
able at the option of the taxpayer. 
The discretionary repayment feature, 
though clearly detrimental to incen- 
tives, would enable the government to 
escape the postwar inflationary conse- 
quences of part of its wartime borrow- 


ing. 
Allowance for Fixed Commitments 


The Canadian system, which per- 
mitted the taxpayer to satisfy the 
“savings portion ” of his liability with 
his contractual savings outlays did so 
partly to prevent hardship and partly 





lowers have stressed the merits of planning to pour 
out spending power during the demobilization period 
as insurance against postwar deflation” (“Forced 
Loans and Social Security Taxes as Inflation Rem- 
edies,” chap. viii in Financing the War, Tax Institute 
Symposium [Philadelphia, 1941], p. 162). 
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because such savings are not the target 
of anti-inflationary war finance. Thus, 
in 1942, the Finance Minister stated: 


The use of funds for these purposes by 
the taxpayer does not compete with war re- 
quirements for goods or services, nor add to 
the problems of price control and rationing, 
as does the use of funds for expenditure. 
By permitting these savings under existing 
contracts to be counted a part of the mini- 
mum savings requirements, we are able to 
ensure that everyone saves the minimum 
amount without creating hardship for those 
who have contracted to save substantial 
amounts by means of life insurance, mort- 
gage payments or pension funds.” 

A statistical study of Canadian in- 
come tax data for the taxable year 1942 
indicates that (before taking into ac- 
count the 50 per cent reduction of lia- 
bilities in connection with the transition 
to current payment during 1943) indi- 
vidual income tax liabilities were ap- 
proximately $670 million, of which 
$265 million was the savings portion.”° 
Of the latter, $146 million, or 56 per 
cent, was met by the contractual volun- 
tary savings and $119 million remained 
as forced savings refundable after the 
end of the war.*' Of the total of 1,- 
781,244 taxpayers, an estimated 452,- 
105 met their savings portion in full by 
voluntary contractual savings, leaving 
an estimated 1,329,139 with refund 
claims referable to 1942." Because of 
the ceilings on the savings portion and 
the larger fixed commitments of high 


19 House of Commons Debates, June 23, 1942, p. 
3896. 


20 Canadian Department of National Revenue, 
Taxation Statistics, September 1947, . 100-01 and 
Pp 
120 ff. 
21 Since the liabilities and refundable portion were 


cut in half, the actual governmental liability created 
was only $59,608,000. 
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income taxpayers, the latter took their 
full savings portion as a current deduc- 
tion more frequently than those in the 
lower income groups.”* 

In dropping the system in 1944, the 
Canadian Finance Minister indicated 
that the allowance for contractual say- 
ings “embodied a principle of fairness 
which I regret to relinquish.” ** Ip 
other words, while the postwar credit 
system as a whole was judged adversely, 
the allowance for fixed commitments 
was considered a desirable feature. 


Whether fixed commitments are 
more or less of a barrier to higher taxes 
in the United States today than they 
were in World War II is difficult to de. 
termine, even when questions of their 
distribution among taxpayers are left 
aside. It appears, however, that the 
major contractual commitments are 
roughly the same proportion of income 
today that they were early in World 
War II. In 1940, $3.9 billion of pre- 
miums were paid to U. S. life insurance 
companies, against $7.6 billion in 1949 
(plus $0.4 billion of premiums paid by 
veterans to the National Service Life 
Insurance trust fund). Employee con- 
tributions for social insurance rose from 
$0.7 billion to $2.2 billion. In 1940, 
$0.8 billion was paid on mortgages (on 
one-to-four-family nonfarm dwell 


22.On a full-liability basis, income tax liabilities 
for 1942 averaged approximately $377 per taxpayth 
of which $160 was the savings portion, The pet 
taxpayer contractual savings offset was $82. Th 
postwar refund credits averaged $90 (on the fulk 
liability basis) for those entitled to them. 


23 Thus, 12 per cent of the taxpayers with incomé 
below $1,000, 28 per cent of those with incom 
between $1,000 and $5,000, and 38 per cent @ 
those with incomes above $5,000 took their full ss 
ings portion as a current deduction. 


24 House of Commons Debates, June 26, 1944? 
4300. 
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ings), and $1.2 billion was paid on 
other debts, against $3.5 billion and 
$2.3 billion, respectively, in 1949. 
These commitments totaled $6.6 bil- 
lion, or 8.7 per cent of disposable in- 
come ($75.7 billion), in 1940 and 
$16.0 billion, or 8.5 per cent of disposa- 
ble income ($187.4 billion), in 1949.” 

Since, in addition, the 1949 level of 
disposable income represented much 
more nearly a full-employment level 
than that of 1940, there is less margin 
for real income increases now than in 
World War II. Relief from the pres- 
sures of fixed commitments via the 
route of fuller employment is not as 
readily in sight, though increases in pro- 
ductivity and inflation of money in- 
comes may relieve some of the pressure. 
In combination, these factors suggest 
that we may have to be fully as solici- 
tous of fixed commitments today as 
during the war and that, in this respect, 
compulsory lending has not lost its at- 
traction. 


Administrative Problems 


Administratively, the British system 
of postwar credits was simple. How- 
ever, limitations of an administrative 
nature appear to have been at least 
partly—and perhaps largely—responsi- 
ble for the failure of the credits on the 
incentive score. Delay in issuing cer- 
tificates to taxpayers is an obvious case 
in point. Beyond this, administrative 
considerations blocked the adoption of 
measures, e.g., a scheme for emergency 
access to credits, which might have es- 


5 Sources: Institute of Life Insurance, Fact Book 
1950; U. §. Budget for the Fiscal Year Ending June 
30, 1950; Securities and Exchange Commission Sfa- 
tistical Series release No. 963, Oct. 4, 1950; U. S. 
Department of Commerce, Survey of Current Busi- 
ness, July and October, 1950. 
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tablished the credits as more vivid and 
meaningful assets in the eyes of wage 
earners. 

The Canadian system was compli- 
cated by the savings offsets. The latter 
increased both taxpayer compliance 
burdens and the problems of adminis- 
trative verification of taxpayer returns. 

It is evident from the British and 
Canadian experiences that the mere ear- 
marking of a part of income tax pay- 
ments for postwar refund is not ad- 
ministratively burdensome. It is equally 
evident that the full potential of the 
credits in preserving incentives, promot- 
ing equity, and allowing for fixed com- 
mitments can be realized only at heavy 
administrative cost. 


CONCLUSIONS 


On the face of it, the World War II 
experience with compulsory lending is 
hardly reassuring. Canada terminated 
its whole scheme before the end of the 
war. Great Britain has paid back only 
a small fraction of the credits. Neither 
country was able to capitalize on the 
supposed superiority of compulsory 
loans over taxes from an incentive point 
of view. The postwar depression 
against which the savings backlog was 
being built up did not materialize. The 
allowance for fixed commitments, 
though judged desirable, proved ad- 
ministratively cumbersome. 

Yet, this generally negative experi- 
ence does not necessarily condemn 
compulsory lending as unsound. Modi- 
fication of the plans or adoption of 
considerably different plans of compul- 
sory lending might have resulted in 
greater success. Sharper definition of 
the refundable part of the tax as such, 
broadening of the scope of the plan (es- 
pecially as compared with the narrowly 











128 NATIONAL TAX JOURNAL 


limited British plan), enactment of a 
separate compulsory loan rate schedule 
not interwoven with the tax schedule, 
or basing the loan on spending rather 
than income are some of the devices 
that might have been used to this end. 
In other words, the theoretical case for 
compulsory lending received little sub- 
stantiation from the World War II ex- 
perience, but was not disproved by it. 
In appraising compulsory lending for 
possible use in the United States in the 
1950’s, significant differences in the 
economic, military, and _ psychological 
setting as compared with World War II 
must be taken into account. Absence 
of the stimuli of total war, the pros- 
pects of a lengthy military effort with 
no clear-cut terminal point, the exist- 
ence of larger backlogs of liquid assets, 
and greater mass sophistication in the 


ways of inflation—all these change the 
setting and hence the evaluation of 
compulsory lending. 

On balance, a consideration of the 
British and Canadian experience and of 
the relevant aspects of the current eco- 
nomic and military setting indicates 
that the introduction of compulsory 
lending for individuals is inferior to ad- 
ditional taxation at the present time, 
Such differential advantages as compul- 
sory loans may have over taxes on 
grounds of equity, incentives, and fixed 
commitments are not likely to material- 
ize fully except in a setting of full 
mobilization and total war. In sucha 
setting, however, when taxes at 
stretched nearly to the limit and large. 
scale voluntary lending is in prospect, 
a careful reconsideration of compulsory 
lending will be in order. 
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EFFECTS OF PROPERTY TAX LIMITATION 
IN WEST VIRGINIA * 


JAMES H. THOMPSON + 


HE DEVELOPMENT of State and 

local finance in West Virginia has 
been strongly influenced for nearly two 
decades by the rigid limitation of prop- 
erty tax rates. West Virginia is one of 
a group of nine so-called “ tax limita- 
tion states” which severely restrict the 
use of the property tax through the im- 
position of comprehensive rate ceilings.’ 
Almost all these rate limitation plans 
were put into effect in the early 1930’s 
for the primary purpose of reducing the 
“disproportionate share” of the tax 
burden falling upon real estate. In 
most instances, the plans were sponsored 
by organized real estate interests, al- 
though there is no evidence that this 
was the case in West Virginia. 

On the contrary, the campaign for 
constitutional limitation of property 
tax rates in West Virginia was initiated 
by State Tax Commissioner T. C. 
Townsend soon after his appointment in 
1929. Townsend stumped the State 
vigorously for a tax limitation amend- 
ment, arguing that farmers were paying 


* This article is based on a more detailed study by 
Harold J. Shamberger and James H. Thompson, en- 
titled Operation of the Tax Limitation Amendment 
in West Virginia, published in November, 1950, by 
the Bureau of Business Research and Bureau for Gov- 
ernmental Research of West Virginia University. 

tThe author is assistant professor of economics 
and business administration at West Virginia Uni- 
versity, 


1Other property tax limitation states are Indiana, 
Michigan, New Mexico, Washington, Nevada, Okla- 
homa, Ohio, and Rhode Island. 


more than their just share of taxes and 
that real estate was bearing a larger pro- 
portion of the tax burden than any 
other class of property. The popular 
appeal which those arguments possessed 
during the Great Depression is indicated 
by the eight-to-one majority by which 
the voters of West Virginia approved 
the amendment in November, 1932. 


The importance of the West Virginia 
Tax Limitation Amendment as the basis 
of a case study in public finance lies in 
its unusually broad scope and the strict- 
ness with which it has been enforced. 
Whereas a number of the “ over-all ” 
limitation plans are, in fact, confined to 
current-expense levies, limitations in 
this State have been interpreted by the 
courts to include both current and debt 
levies. The inclusion of debt levies 
within the rate ceilings closed an in- 
viting loophole whereby local govern- 
ments in some tax limitation states have 
been able to circumvent current levy 
limitations by piling up new indebted- 
ness. Largely for this reason, the West 
Virginia amendment may be regarded 
as representative of the most stringent 
type of property tax limitation. 


Provisions of the West Virginia 
Amendment 


Under the amendment, the limitation 
of property tax rates is based upon a 
four-fold classification of property, 
with a different maximum rate fixed for 
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each class. In this classification, dis- 
tinctions are drawn between urban and 
rural, residential and _ nonresidential, 
tangible and intangible property. The 
four classes of property and the maxi- 
mum rates on each are as follows: ” 


Farm equipment and machinery, 
products of agriculture while 
owned by the producer, intangible 
personal property such as stocks, 
bonds, bills, notes, money, ac- 
counts receivable, etc. Maximum 
rate, $0.50 on each $100 assessed 
valuation. 

Class II. Owner-occupied residences and 
farms occupied and cultivated by 
owners or bona fide tenants. 
Maximum rate, $1.00 on each 
$100 assessed valuation. 

Class III. All other property exclusive of 
Classes I and II situated outside 
municipalities, such as business 
and rental property, household 
goods and automobiles. Maxi- 
mum rate, $1.50 on each $100 as- 
sessed valuation. 

Class IV. All other property situated within 
municipalities, such as business 
and rental property, household 
goods and automobiles. Maxi- 
mum rate, $2.00 on each $100 
assessed valuation. 


Class I. 


By statutory provisions, the over-all 
maximum rate for each class of prop- 
erty is broken down into maximum 
rates for the State, municipalities, coun- 
ties, and school districts. Within each 
political subdivision, limitations are fur- 
ther divided to provide maximum rates 
for current expenses * and for indebted- 
ness incurred prior to the enactment of 
the amendment. The accompanying 


* West Virginia Constitution, Art. X, sec. 1. 


3 The current expense category includes levies for 
servicing indebtedness incurred since the ratification 
of the amendment. 
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table illustrates the present division of 
over-all rate limitations into maximum 
rates for the State and its subdivisions, 

The legislators who framed the 
amendment apparently intended the 
maximum rates to apply only to levies 
for current purposes. However, the 
loosely worded measure failed to indi- 
cate specifically the status of debt levies, 
Consequently, in the first test cases 
carried to the West Virginia Supreme 
Court in the summer of 1933, the court 
held that the limitations prescribed by 
the amendment embraced levies for 
servicing outstanding and new in- 
debtedness, as well as those for current 
purposes.* This meant that if in one 
taxing unit the entire levy were ab- 
sorbed in paying existing debts, no 
other taxing unit in the same county 
could lay a levy for current purposes. 


The unexpected judicial interpreta- 
tion of the amendment produced finan- 
cial chaos among the local governments 
of West Virginia. In more than half 
the counties of the State there was vir- 
tually no levying power for current 
purposes. For the next eight months, 
in many localities, teachers, firemen, 
policemen, and other public servants re- 
ceived no pay at all or only a minor 
fraction of their regular compensation. 

Finally, in February, 1934, the court 
majority relieved this critical situation 
by approving a revision of the original 
enabling act. According to the re 
vision, 70 per cent of the maximum rate 
was allocated for current expenses and 
30 per cent for indebtedness incurred 
prior to the ratification of the amend- 


4 Bee v. Huntington, Eakle v. County Court of 
Braxton Co., and Snider v. Martin, 114 W. Va # 
(1933). 


5 Wilson v. County Court of Clay County, 114 W. 
Va. 603 (1934). 
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ment. Even if a taxing unit had a large 
amount of outstanding indebtedness, 
necessitating a debt levy exceeding 30 
per cent of the rate limit, no reduction 
resulted in the levy available for cur- 
rent purposes. On the other hand, 
levies for servicing new indebtedness 
were required to come within the over- 
all limits, thus reducing the portion 
available for current expenses. As old 
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ment provides for levies, in excess of the 
over-all limits, for the servicing of new 
bonds issued for school building pur- 
poses. Although levies of this type 
also require approval by a 60 per cent 
referendum majority, when once voted 
they may continue for the duration of 
the bond issue. The School Bond 
Amendment is regarded by some West 
Virginians as the first chink in the ar- 


MaxIMUM Property Tax Rates IN WEsT VIRGINIA, 1949 


(In cents per $100 valuation) 











Type of Levy 


Class II Class IV 








Class I Class III 

NE ee ced aca was in ueen 0.25 0.50 1.00 1.00 
MIBEG CUPTONE ccc s cccccesecens 11.90 23.80 47.60 47.60 
EE dtu ciccdevcdennesnd 25 50 1.00 1.00 
A rr ena 2.15 4.30 8.60 8.60 
NS PORTE SCT 21.10 42.20 84.40 84.40 
NE i ais <u hd owl whentaace 35 70 1.40 1.40 
School permanent improvement .. 1.50 3.00 6.00 6.00 
Municipal current .............-- 11.00 ee eS 44.00 
ere rrr 1.50 es Se Nas 6.00 

I cus wicca ha Re 50.00 100.00 150.00 200.00 





Source: West Virginia Code of 1949, Chap. 11, Art. 8. 


indebtedness was gradually retired, the 
ratio between maximum levies for cur- 
rent purposes and prior indebtedness 
was changed to 80-20 in 1939 and 90- 
10 in 1949. 


The rigidity of the over-all limita- 
tions is lessened somewhat by a pro- 
vision permitting excess levies, which 
may exceed the regular maximums by 
as much as 50 per cent. These excess 
levies, however, are limited to three 
years or less and each one must be ap- 
proved by a three-fifths majority in a 
local referendum.® 

An important modification of the 
amendment was introduced in Novem- 
ber, 1950, with the ratification of the 
School Bond Amendment. This amend- 


® West Virginia Constitution, Art. X, sec. 1. 


mor of property tax limitation in this 
State. 


Objectives of the Amendment 


The chief objective of the tax limita- 
tion amendment was to force a substan- 
tial and lasting reduction in property 
taxes. However, an impressive list of 
additional benefits was claimed for the 
amendment by its sponsors. These may 
be summarized as follows: * 


1. Reduction of public expenditures; 

2 Full-value assessment of property; 

3. Voluntary declaration of intangibles for 
assessment purposes; 


7 This list of objectives is based on public ad- 
dresses and statements by T. C. Townsend and other 
advocates of property tax limitation, which appeared 
in the State press during the campaign for passage 
of the tax limitation amendment. 
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4. Increased use of tax sources other than 
the property tax; 

§. Greater State responsibility for support 
of schools; 

6. Reduction of tax delinquencies; 

7. Reform of local governmental structure 
and administration. 


Effects of the Amendment 


In practice, the amendment has pro- 
duced results much less satisfactory 
than predicted by its sponsors. It is 
true that their principal aim, the sub- 
stantial reduction of property taxes, was 
soon realized. However, the wisdom of 
such a sudden, drastic, and arbitrary tax 
reduction may well be questioned. 
Aside from the attainment of that im- 
mediate objective, the record of the 
amendment has been unimpressive. Al- 
though several of the results predicted 
by its proponents have been achieved in 
some degree, an equal number of their 
predictions have failed to materialize. 
Furthermore, a serious indictment of 
the amendment may be made on the 
grounds that property tax limitation 
has had many damaging or objection- 
able effects on both State and _ local 
finance. 

The principal effects of the amend- 
ment may be listed as follows: 


1. Drastic and lasting reduction of the 
property tax; 

2. Greatly increased use of indirect, con- 
sumption taxes; 

3. Conversion of the property tax into an 
inflexible source of revenue; 

4. Failure to reduce the total tax burden; 

Increased growth of State expenditures; 

Restriction of municipal spending to 

the extent that services of many munic- 

ipalities have been seriously hampered; 

7. Strict limitation of local borrowing, 
probably at the cost of preventing de- 
sirable capital outlays; 


au 
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8. Acceleration of the trend toward 
greater centralization of governmental 
functions; 

9. Failure to force full-value assessments 
or to bring the greater part of intangi- 
ble property out of hiding; 

10. Motivation of certain reforms in local 
government; 

11. Undeterminable effect on tax delin. 
quency. 


Reduction of Property Tax.—The 
tax bills of individual property owners 
were sharply reduced in 1933, as a di- 
rect result of the application of rate 
limitations. Since then, the combina- 
tion of rate restrictions and continuing 
low assessments has kept property taxes 
well below the level which existed in 
the years immediately preceding the en- 
actment of the amendment. 


As a result of stringent rate limita- 
tion, the relative importance of the 
property tax in West Virginia has stead- 
ily declined. Whereas property tax re- 
ceipts made up 75 per cent of all munic- 
ipal revenue in 1929, less than 40 per 
cent of total municipal revenue was re- 
ceived from this source in 1950.8 In 
school districts property tax receipts 
now constitute about 40 per cent of the 
annual school expenditures, as compared 
to more than 90 per cent in 1932.® Al 
though the property tax still accounts 
for about three-fourths of all county 
revenue,’ the financial requirements of 
county governments have been reduced 
by the incorporation of former county 
roads into the State road system. At 
the State level, the property tax ha 


8 Estimated from a sample consisting of 45 of the 
215 municipalities in the State. 

9 Annual Financial Report of the State of Wet 
Virginia, 1932, 1948. 

10 Estimated from a sample consisting of 


counties. 
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virtually disappeared as a source of 
revenue. 

The effect of the tax limitation 
amendment on property taxation is 
shown clearly by a comparison of the 
per capita property tax collections of 
West Virginia with those of other states. 
Between 1932 and 1941, per capita 
property tax receipts of State and local 
governments were reduced 51 per cent 
in West Virginia, while in the United 
States as a whole the reduction 
amounted to less than 10 per cent. The 
reduction in West Virginia for this 
period surpassed the reduction in any 
other state." 

Increased Consumption Taxes.—At 
present, few, if any, other systems of 
state and local revenue are as heavily 
dependent upon regressive consumption 
taxes as that of West Virginia. The 
percentage of State revenue derived 
from sales taxes is larger today than at 
any time in the past. In addition, the 
gross sales tax has become a major 
source of municipal revenue, and a 
municipal tax on liquor sales has been 
widely adopted. 

Under the tax limitation amendment, 
the State of West Virginia has been 
faced by rapidly increasing financial 
responsibilities. To meet expanding 
revenue requirements the State has come 
to rely more and more on sales taxes. 
Such taxes now produce almost 60 per 
cent of total State revenue, compared 
with 36 per cent in 1931. Bureau of 
the Census figures show that in 1948 
West Virginia ranked third among the 
states in per capita revenue from gen- 
eral sales, use, and gross receipts taxes 
and sixth in the nation in per capita 


1 Bureau of the Census, Property Taxation, 1941, 
Pp. 12-14, 


revenue from all sales, use, and gross re- 
ceipts taxes.'* 

West Virginia municipalities have 
also grown increasingly dependent upon 
indirect taxes in recent years. As men- 
tioned above, property tax receipts now 
produce less than 40 per cent of total 
municipal revenue, compared to 75 per 
cent in 1929. Gross sales taxes pro- 
duced 20 per cent of the total revenue 
of West Virginia municipalities in 1950, 
while three other indirect taxes, the 
liquor tax, public utilities franchise tax, 
and amusement tax, produced among 
them about 10 per cent of the total.’® 

In contrast to the State and munici- 
palities, counties and school districts 
continue to rely on property taxes for 
the bulk of their locally raised revenue. 
The assumption by the State of all 
county-district roads and large increases 
in State aid to public schools have re- 
lieved counties and school districts of 
any urgent need to develop new sources 
of revenue. 

The trend away from the property 
tax and toward greater reliance upon 
indirect taxes was strongly desired by 
sponsors of the tax limitation amend- 
ment. Notwithstanding that fact, the 
substitution of consumption taxes for 
the property tax has created a revenue 
structure which bears heavily upon the 
portion of the population least able to 
pay. 

Inflexibility of Property Tax.— 
Limitation of the property tax has 
greatly reduced the flexibility of that 
revenue source. In the first place, rigid 
rate limitations fail to make adequate 
allowances for possible increases in the 

12 Bureau of the Census, Compendium of State 
Government Finances in 1948, pp. 7-15. 


13 Estimated from a sample consisting of 45 mu- 
nicipalities. 
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financial needs of local governments. 
Although a possibility of utilizing ex- 
cess levies exists, this is not a particu- 
larly desirable method of providing for 
regularly recurring expenditures, as ex- 
cess levies cannot be continued for more 
than three years without being resub- 
mitted to the voters. In addition, the 
application of the same rate limitations 
to every municipality has completely 
ignored the fact that the needs of mu- 
nicipalities and the desires of people for 
services are not the same. Moreover, 
even where needs are similar, municipal- 
ities may differ markedly in the kind 
and amount of taxable wealth within 
their boundaries. 

Failure to Reduce Total Tax Burden. 
—A reduction in property taxes, even 
one of the magnitude that occurred in 
West Virginia after 1932, does not 
necessarily indicate an over-all reduc- 
tion in taxes. Increases in sales and ex- 
cise taxes in the period of constitutional 
tax limitation have far exceeded the net 
reduction in property taxes. As the re- 
sult of the great expansion of these 
other taxes, the combined tax collec- 
tions of State and local governments 
have increased by almost the same per- 
centage in West Virginia as in adjoin- 
ing states and the nation as a whole. 

In the 1933-42 period, the first ten 
years under the amendment, the com- 
bined per capita receipts from State and 
local taxes increased by 42 per cent in 
West Virginia and by 41 per cent in the 
nation as a whole. Furthermore, in 
1942 the ratio of total State and local 
tax collections to total income payments 
was higher in West Virginia than in any 
adjoining state or any other state of the 
South Atlantic group." 


14 Percentages computed from figures reported in 
Bureau of the Census, S‘a'istical Abstract, 1932, 
1942, 1948. 
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Growth of State Ex penditures—The 
assertion by its sponsors that the tax 
limitation amendment would force 4 
sizable reduction in public expenditures 
has not been borne out by experience, 
In the aggregate, State and local ex. 
penditures have increased at about the 
same rate in West Virginia as in other, 
comparable states. Although the 
growth of local spending has been re. 
tarded somewhat by the existence of 
rate limitations, this effect has been off- 
set by the added impetus given State ex- 
penditures by the assumption of activi- 
ties which were formerly performed at 
the local level. 

Total State expenditures have in- 
creased at a very rapid rate under the 
amendment. Including capital outlays 
and debt retirement, these expenditures 
amounted to $31 million in 1928,” $65 
million in 1938,'® and $133 million in 
1948.'" An important factor in this 
rapid growth of State expenditures has 
been the transfer of functional and 
financial responsibilities from local units 
to the State. Since the ratification of 
the amendment, the State has brought 
all former county roads into the State 
road system, assumed greater responsi- 
bility for relief payments and greatly 
increased State aid to school districts. 
Between 1928 and 1948, the increase in 
these three classes of expenditure made 
up approximately two-thirds of the 
total increase in State expenditures. 

Reduction of Municipal Spending.— 
Unlike the counties and school districts, 
West Virginia municipalities have not 
succeeded in shifting any significant 


15 Bureau of the Census, Financial Statistics o 
States, 1928, p. 48. 


16 Ibid, 1938, p. 19. 


17 Bureau of the Census, Compendium of Stale 
Government Finances in 1948, p. 16. 
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part of their financial burden to the 
State. As a result, the amendment has 
had a definitely restrictive effect on the 
current and capital expenditures of 
municipalities. 

This effect was particularly strong in 
the depression atmosphere of the 1930’s, 
when there was no real possibility of 
raising assessments or adopting new 
sources of revenue. Between 1929 and 
1939, the per capita expenditures of the 
municipalities were reduced by approxi- 
mately one-third. All municipal activi- 
ties were affected to some extent by this 
reduction, but the functions most 
severely handicapped were the construc- 
tion and maintenance of streets, sewage 
disposal, public health, libraries, and 
recreation.’* 

From 1939 until 1950, municipal 
expenditures in West Virginia almost 
doubied, indicating that the growing 
use of indirect taxes and fees has less- 
ened the restrictive force of the amend- 
ment. Nevertheless, the 1950 expendi- 
tures of municipalities were less than 30 
per cent larger than those of 1929, an 
increase much smaller than that which 
occurred in the general price level.'® 

For many years after the amendment 
Went into effect, municipalities received 
little assistance from the State in meet- 
ing revenue problems produced primar- 
ily by tax limitation. Limited direct 
financial aid was finally granted in 
1941, when the legislature authorized 
distribution to municipalities of $600,- 
000 per year of State liquor monopoly 
profits. This distribution was discon- 
tinued eight years later when the West 
Virginia Supreme Court held it to be in 
Violation of the State constitution.°° 


18 Based on analysis of budgets and audit reports 
of 45 municipalities. 


19 Tbid. 
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In recent years, the legislature has 
given substantial assistance to munici- 
palities by extending municipal taxing 
powers. Two acts passed in 1947 have 
opened new revenue sources to munici- 
palities. One permits cities to levy 
business and occupation (gross sales) 
taxes at rates equal to those imposed by 
the State. The other allows municipal- 
ities in which State liquor stores are lo- 
cated to levy a 2 per cent tax on liquor 
sales. 

Despite these concessions, it is the 
opinion of a large majority of munici- 
pal executives in the State that munici- 
pal services are still seriously hampered 
by the combination of property tax 
limitations and low assessments. The 
services most frequently cited in this re- 
spect are the construction and repair of 
streets and sewers.”* 

Limitation of Local Borrowing. —Un- 
der the tax limitation amendment, local 
officials in West Virginia have been ex- 
tremely reluctant to incur new indebt- 
edness. Since debt service levies are 
included within the over-all rate maxi- 
mums, they realize that any increase in 
indebtedness may necessitate a corre- 
sponding reduction in general operating 
levies. For this reason, the amendment 
may be said to exercise a powerful re- 
straining influence against the expan- 
sion of local government debts. 

This effect can be seen by comparing 
changes in the local indebtedness of 
West Virginia with trends in local in- 
debtedness in the United States as a 
whole. Nationally, the gross local debt 
increased slightly over 1 per cent be- 
tween 1932 and 1949, while in West 


20 State ex rel. the City of Charleston v. Sims, 54 
S. E. (2d) 729. 


21 Based on questionnaire returns from mayors of 
93 municipalities. 
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Virginia during the same period total 
local indebtedness decreased 34 per 
cent.*” In contrast with the rapid ex- 
pansion of local debt in certain other 
tax limitation states, local indebtedness 
has been sharply reduced under the 
West Virginia amendment. 

Although this rigid restriction of 
local borrowing has served to protect 
local government credit, it is equally 
true that many worth-while capital im- 
provements have been prevented. More 
than half of a group of 93 West Vir- 
ginia mayors replying to a recent ques- 
tionnaire on this subject stated that 
capital expenditures in their own mu- 
nicipalities have been greatly reduced as 
a result of the amendment. The small 
amount of local indebtedness incurred 
since 1932 in West Virginia may well 
indicate a failure to provide adequate 
maintenance of existing physical facili- 
ties or carry out long-range capital 
improvement programs. 

Centralization of Governmental 
Functions.—In recent decades, a strong 
centralizing trend in governmental ad- 
ministration has been evident through- 
out the United States. One phase of 
this movement has been the assumption 
by state governments of functions for- 
merly performed by local units. 

Under the tax limitation amendment, 
West Virginia has gone farther than 
most states in the centralization of cer- 
tain governmental activities at the state 
level. In 1942, State expenditures made 
up 63 per cent of combined State and 
local expenditures in West Virginia, 
compared to 49 per cent in five adjoin- 
ing states and 45 per cent in the United 
States as a whole.** The explanation of 


22 Bureau of the Census, Government Debt in 
1949; West Virginia Chamber of Commerce, West 
Virginia Business Index, August, 1949. 
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the larger ratio in West Virginia lies in 
the fact that a very large proportion of 
total expenditures for the school and 
highway systems was provided by the 
State government. 

The extension of State control in 
West Virginia has had both advantages 
and disadvantages. On the one hand, it 
has facilitated the improvement and ex- 
tension of highway, school, and relief 
services. On the other, it has reduced 
the freedom of action of local govern- 
ments. It may be concluded that the 
amendment has influenced the assump- 
tion of local functions by the State, but 
that there is no conclusive evidence as 
to whether the reduction of local au- 
thority has been carried too far. 

Assessment Ratio and Assessment of 
Intangibles.—Contrary to the claims of 
its sponsors, the tax limitation amend- 
ment has not only failed to force full- 
value assessments, but also has failed to 
prevent a large reduction in the ratio of 
real estate assessments to market values. 
Whereas the average level of assessment 
prevailing in West Virginia in 1930 was 
estimated by Roy G. Blakey at about 65 
per cent of market value, a recent sam- 
ple of properties sold in 1949 showed 
that the assessed valuations of these 
properties averaged less than 30 per 
cent of their selling prices.** More- 
over, in spite of new construction and 
the great inflation of real estate prices 
in recent years, the aggregate assessed 
valuation of West Virginia real estate 
was smaller in 1949 than in either 1929 
or 1930.7° 

23 Bureau of the Census, Governmental Finances in 
the United States, 1942, pp. 16-25. 


24 Sample obtained by questionnaire from county 
clerks in 35 counties and consisting of 342 cases. 


25 From the records of the Tax Commissioner of 
West Virginia. 
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According to the predictions of T. C. 
Townsend, the preferential treatment 
accorded intangible personal property 
under the amendment should have 
brought a large proportion of this class 
of property “out of hiding.” Since 
1933, the total assessment of intangible 
personal property (Class I) has roughly 
doubled, indicating improvement in the 
assessment of intangibles. Even so, a 
large percentage of all intangible prop- 
erty remains undeclared for taxing pur- 
poses. In 1949, the total assessment of 
Class I property amounted to $492 mil- 
lion while bank deposits in the State, 
constituting but one item in that class, 
amounted to $953 million.*® It is ap- 
parent that much intangible property 
has continued to escape the assessor’s 
rolls. 


Reforms in Local Government.—Al- 
most every important change in gov- 
ernmental structure or administration 
which has occurred in West Virginia 
since 1932 has been strongly influenced 
by the financial problems imposed upon 
local governments by property tax 
limitation. The principal reforms of 
the period may be stated as follows: 


1. Incorporation of all county-district 
roads into the State road system (1933); 

2. Establishment of county-unit school dis- 
tricts (1933); 

3. Imposition of extensive State control 
over local budgeting (1933); 

4. Transfer of the greater part of the re- 
sponsibility for public assistance and 
welfare from county courts to the 
State Department of Public Assistance 
(1936). 


The inability of county governments 
to finance the construction and main- 
tenance of roads from greatly reduced 


26 West Virginia Blue Book, 1949, p. 723. 
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property tax revenues led, in 1933, to 
the incorporation of all county-district 
roads into a greatly expanded State 
road system. In only a few other states 
has the state government assumed full 
financial responsibility for so large a 
proportion of the road network. 

The tax limitation amendment was 
also directly responsible for a steep in- 
crease in State aid to school districts in 
the years following 1932. To simplify 
the task of distributing this increased 
school aid, fifty-five county-unit school 
districts were established to replace 
more than four hundred independent 
and magisterial school districts. The 
county-unit organization has facilitated 
administration of the school system and 
made possible more effective State con- 
trol of local school finance. 

In order to insure compliance with 
the amendment, the State Tax Com- 
missioner was granted extensive control 
over the budgets of local governments. 
No county or municipal budget may be 
finally enacted until it has first been 
approved by the tax commissioner. 
When, in his opinion, any item in a 
budget can be eliminated entirely or 
reduced without impairing the govern- 
mental functions of a fiscal unit, he 
can order local officials to make such 
changes. This provision has made the 
State Tax Commissioner the virtual 
budget director of every county and 
municipality in the State. 

In 1936, the administration of pub- 
lic assistance and welfare, which had 
previously been a function of the 
county court, was transferred to the 
State Department of Public Assistance. 
Tax limitation was by no means the 
only factor in that change, but the re- 
duction in property tax revenues ef- 
fected by the amendment served to 
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accentuate the fact that the relief prob- 
lem had outgrown local boundaries and 
fiscal capacities. 

Although reforms partially induced 
by tax limitation have made possible 
substantial improvement in govern- 
mental efficiency, the total amount of 
progress toward more effective state and 
local administration has been no greater 
in West Virginia than in many states 
which do not impose over-all rate 
limitations. By achieving reform 
through positive legislative action, other 
states have avoided the objectionable 
consequences of tax limitation. In 
general, the governmental changes 
which have taken place in West Vir- 
ginia since 1932 could have been initi- 
ated and carried out quite as effectively 
without resorting to the back-door ap- 
proach of a tax limitation amendment. 


Undeterminable Effect on Tax De- 
linquency.—In the years immediately 
preceding the enactment of the amend- 
ment, tax delinquency had become 
widespread. After the amendment 
went into effect, there was a gradual 
improvement in the percentage of tax 
levies collected. Still, the low point of 
the depression was reached in 1933, and 
the subsequent improvement of eco- 
nomic conditions was the chief influ- 
ence in the reduction of tax delin- 


quency. With our emergence from the 
depression and entry into World War 
II, with its attending prosperity, the 
amount of property tax delinquency 
was reduced in both West Virginia and 
the nation as a whole. It is possible 
that the amendment may have been a 
minor factor in the reduction of tax 
delinquency in the State, but its effect 
has been obscured by the much greater 
influence of the business cycle. 


Conclusions 


The total effect of the West Virginia 
amendment must be described as un- 
favorable. For the most part, the ad- 
vantageous effects produced by prop- 
erty tax limitation have been offset by 
the many objectionable by-products 
which have accompanied them. To the 
extent that the objectives of the amend- 
ment were desirable, they could have 
been attained with fewer ill effects by 
direct and positive legislative action. 
On the whole, the experience with tax 
limitation in West Virginia bears out an 
opinion once expressed by Simeon Le- 
land, who described this form of control 
as “an unintelligent and _ ineffective 
method of accomplishing desirable re- 
sults.” *7 


27 Property Tax Limitation Laws (Publication 36; 
Chicago: Public Administration Service, 1936), p. 89% 
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ECONOMIC OBJECTIVES OF GRATUITOUS 
TRANSFER TAXATION 


HENRY 5S. BLOCH * 


HE ARGUMENTS in favor of 

gratuitous transfer taxation are usu- 
ally based on social grounds and refer 
mainly to transfers at death. Some ad- 
yocates of heavy death taxes believe 
that great inequality of wealth is unde- 
sirable per se, and many hold that it is 
especially undesirable if created by the 
institution of inheritance. Keynes, for 
instance, declared that there are certain 
justifications for inequality of incomes 
which do not apply to inequality of in- 
heritance. He believed in the social and 
psychological justification for signifi- 
cant inequalities of income and wealth 
but not for as large a degree of dis- 
parity as “‘exists today.” ' In fact, he 
considered “‘income taxes, especially 
when they discriminate against un- 
earned income, taxes on capital profits, 
death duties and the like” as being of 
the same relevance as the rate of inter- 
est as far as their potential effect on in- 
Centives to save are concerned.” 


The distinction between treatment of 
wealth acquired by inheritance and per- 


*The author is director, Fiscal Division, United 
Nations. The views of the author as expressed in 
this article are entirely personal and do not reflect 
the official position of the organization with which 
he is connected. 


1). M. Keynes, General Theory of Employment, 
Interest and Money (New York, 1936), pp. 372-74. 


2 Ibid, p. 53. 


sonal efforts underlies the plans of Rig- 
nano,” Pigou,* and Dalton.® The ques- 
tion of inheritance is linked to that of 
incentives by Howard Ellis, who says, 
“The underlying cause of most mis- 
givings as to the advantages of competi- 
tion is inherited wealth.” He contends 
that wealth obtained through inherit- 
ance is not part of a truly competitive 
system and maintains that “ nearly all 
economists, past and present, believe 
that it should be reduced to small 
proportions by inheritance and gift 
taxes.” ® 

Another example of modern Ameri- 
can opinion is the following statement 
by Vickrey: “ Succession taxes are justi- 
fied primarily on the ground that they 
promote equality of opportunity and 
that they obtain revenue in a manner 
that has little effect on incentives. The 


3 E. Rignano, Per una riforma socialista del diritto 
successorio (Bologna, 1920); American translation 
and adaptation by W. J. Shultz, The Social Signifi- 
cance of the Inheritance Tax (New York, 1924). 
Rignano’s plan found wide support among conti- 
nental economists. 


4A. C. Pigou, A Study in Public Finance (3rd 
ed.; London, 1947). 


5 Hugh Dalton, Some Aspects of the Inequality of 
Incomes in Modern Communities (London, 1925); 
see especially his analysis of the general causes of the 
inequality of incomes, Part IV, pp. 239-86. 


6 Howard S. Ellis in Financing American Pros- 
perity, edited by P. Homan and F. Machlup (New 
York, 1945), p. 127. 
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activities of an individual are likely to 
be less affected by a tax which will be 
levied only after his own immediate in- 
terest in his property has ceased than by 
a tax which will affect his own eco- 
nomic power. It is also argued that to 
the extent that the receipt of large in- 
comes is indicative of socially useful 
skills in the management of capital, re- 
tention of a large capital by such a per- 
son will tend to increase productivity 
while there is no such presumption in 
the case of the heirs of such an indi- 
vidual, and their capital can be appro- 
priated by the state with less danger of 
impairing productivity.” * 

Death taxation can be framed in the 
form of privilege, benefit, transfer, 
property, or even income taxation. A 
case can be made for taxation of the 
donor’s or deceased person’s right to 
transfer, for taxation of the estate or 
gift ad valorem, or for taxation of the 
recipient on the basis of his taxable ca- 
pacity. In principle, it is a tax on the 
propertied class of the nation, i.e., those 
who have property to pass on to others 
or those who have received property 
from others. 

The following advantages can be 
claimed for transfer taxation in the 
United States of today: 

1. It fosters equality of opportunity. 
Wealth conferred by gift and bequest 
gives advantages to some which others 
do not have. Taxation of such wealth 
mitigates inequality. 

2. It reduces large private accumula- 
tions of wealth. Sometimes, though not 
always, considerable economic accumu- 
lation leads to economic monopoly posi- 
tions; economic monopoly positions are 
often accompanied by large economic 
accumulations. 


7W. Vickrey, Agenda for Progressive Taxation 
(New York, 1947), p. 202. 
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3. It can be applied with exemptions 
large enough to allow for care of de- 
pendents and a limited maintenance of 
property rights beyond death. The 
mechanism of exemptions can be used 
to allow the grantor or testator to pro- 
vide for care of dependents, which js 
particularly desirable as long as there is 
no over-all social security coverage for 
the sick, aged, and children. Even with 
such coverage, supplemental provision 
through individual transfers would still 
be desirable in a country with a strong 
tradition of free disposal of property 
and income and of individual rights. 


Structural Features 


Although the general thesis that ac- 
quisition of wealth by inheritance is 
socially less desirable than acquisition of 
wealth by personal efforts seems to find 
a wide range of defenders, in practice 
the taxation of personal income devel- 
oped much more rapidly than the taxa- 
tion of inherited wealth. A_ proposal 
like that of Henry C. Simons, who 
favored the taxation of property re- 


‘ceived by inheritance or gifts at the 


same level as ordinary income,® is con- 
sidered quite radical, although the un- 
derlying theory is very conservative. 
There is even effective resistance to the 
merging of estate and gift taxes into 
one levy with one set of rates and ex- 
emptions, although this has been en- 
dorsed by the present Secretary of the 
Treasury.” As long as gratuitous trans- 


8H. C. Simons, Federal Tax Reform (Chicago, 
1950) and Personal Income Taxation (Chicago, 
1938). y 


9See especially statement by Secretary of the 
Treasury Snyder before House Ways and Means Com- 
mittee, February 3, 1950. Secretary Snyder reiter- 
ated his endorsement of an integrated estate and gift 
tax in his statement before the House Ways and 
Means Committee on February 5, 1951. See also: 
Federal Estate and Gift Taxes—A Proposal for Inte- 
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fers inter vivos are taxed at a lesser rate 
than transfers at death, avoidance of 
death taxes is no difficult maneuver. 


The marital deduction introduced in 
the 1948 Revenue Act further weak- 
ened the already feeble Federal estate 
tax. The yield in fiscal year 1950 was 
some $700 million, about $200 million 
less than in 1948. As new demands 
have been made on the Treasury and as 
other sources of taxation are being 
strengthened, the estate tax should also 
be re-evaluated. The Annual Economic 
Review submitted by the Council of 
Economic Advisers in January, 1951, 
specifically referred to the defective 
structure of transfer taxes and recom- 
mended that these taxes be revised to 
make them fairer and more productive 
and that the rates and exemptions be 
set at levels which can give the taxes a 
proper and more adequate place in the 
tax system.’ A_ structural reform 
which allows for an integrated levy on 
all gratuitous transfers whether inter 
vivos or at death and which prevents 
postponement of the taxable event by 
the use of life estates or trusts appears to 
be a condition sine qua non. It is not 
likely that any kind of reform of the 
estate tax will be able to accomplish the 
consideration of personal factors which 
an inheritance tax allows. An inter- 


gration and for Correlation (U. S. Government Print- 
ing Office, 1947); E. Gordon Keith, ‘* How Should 
Wealth Transfers Be Taxed?” American Economic 
Review, XL (May, 1950), 379-90, and discussion 
by Louis Shere, pp. 406-09. Cf. J. A. Pechman, 
“Analysis of Matched Estate and Gift Tax Returns,” 
National Tax Journal I1l (June, 1950), 153-64. See 
also Harold M. Groves, Production, Jobs, and Taxes 
(C.E.D. Research Study; New York, 1944), pp. 6-7, 
88-91; and C.I.O. Plan for Reconversion and Taxa- 
tion (1944). There is, moreover, a large legal litera- 
ture on the subject by writers such as R. Paul, S. 
Surrey, H. Rudick, L. Eisenstein, and others. 


10P. 104. 
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esting refinement is the Vickrey ap- 
proach which takes into account the age 
difference of the parties and graduates 
rates so that the same burden will be 
imposed on the transfer of a given sum 
from one generation to another regard- 
less of the number of steps in which this 
is accomplished. 

The purpose of this analysis, however, 
is not to deal with structural problems, 
but to present the over-all economic 
objectives of the taxation of inherited 
wealth, assuming that the tools of taxa- 
tion will be at least so refined as to 
eliminate large-scale evasion or avoid- 
ance. The moment may be especially 
opportune, as unrealized capital gains 
are on the increase and as the needs of 
the national defense program require 
the development of new sources of 
revenue. 


Impact on Savings and Consumption 


The most prevalent type of gratui- 
tous transfer tax at the present time is 
a tax with either relatively high exemp- 
tions or relatively low rates on the lower 
brackets but, in either case, rather high 
rates on the upper brackets. This, at 
least, fits to a varying degree the British, 
Canadian, and the American patterns. 
All three taxes are heavy enough on a 
small number of estates to necessitate in 
some instances sale of assets or contract- 
ing of loans. For these cases, the tax 
can be considered as a levy on capital or 
property, too large to be paid out of the 
income of the estate.'' Socially, how- 
ever, it is paid out of income and comes 
out of savings, because sufficient funds 


11 The extension of time for payment may affect 
this somewhat, and, in fact, requests for extension of 
time have been made for the purpose of meeting the 
tax out of income from the estate as, for example, 
where the only or principal asset is a going business 
which the estate does not want to liquidate. 
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can be made available out of the savings 
of people who purchase part of the 
taxable estates or lend money against 
such estates as collateral.’* 


It is sometimes held that the differ- 
ence in the savings ratios between the 
United States and the United Kingdom 
is in part attributable to the difference 
in death duties in the two countries. 
In Britain, where the savings ratio is 
lower than in the United States, it is 
further reduced by the death duties to 
a larger extent than the American sav- 
ings ratio is reduced by our estate tax. 
The total amount collected in death 
duties is often considered a net reduc- 
tion in total savings.’® 


Certain estate duties have to be paid 
by loans on the estates as collateral or 
by the sale of assets. However, only a 
small proportion of death duties is paid 
from funds raised in this fashion, and 
most of the assets which are sold are 
purchased by other persons out of their 
savings. Some of the advances which 
are made on estates as collateral may 
also come out of savings of the lenders 
although some may come from com- 
mercial banks. In any case, no attempt 
is made here to deny the fact that a 
large percentage, if not the aggregate, 
of death duties is paid out of savings. 
Death taxation as it exists at present in 
most countries has redistributive fea- 
tures because its hardest impact is on 
the top income group. Keynes puts 


12 J. R. Hicks, U. K. Hicks, and L. Rostas, The 
Taxation of War Wealth (Oxford, 1941), pp. 180- 
81. The above interpretation is specifically based on 
the British example and peculiar to Hicks, Hicks, and 
Rostas. This interpretation ignores the cases where 
bank credit is used for purchase of estates or pay- 


ment of the tax. 


13 See M. Kalecki, ‘‘ The Maintenance of Full Em- 
ployment after the Transition Period,” International 
Labour Review, LII, November, 1945. 
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death taxation on a par with income 
taxes in higher brackets. Kalecki holds 
that it comes exclusively out of say- 
ings."* The non-Keynesians, of whom 
Pigou '° is an example par excellence, 
consider it also as a tax on savings, and 
so do Hicks, Hicks, and Rostas.'® This 
applies to present transfer tax systems 
which, as a rule, do not have combina- 
tions of low exemptions and high start- 
ing rates. 

If exemptions were low and the start- 
ing rates high, certain restrictive effects 
on consumption might take place, 
Many people would have to save more 
in order to obtain the minimum they 
consider necessary for the care of their 
dependents, and it is possible that they 
would reduce their consumption for the 
sake of this “minimum” amount of 
savings. Such behavior would be op- 
tional with each individual. In fact, 
certain persons will save less as transfer 
taxes are raised in order to avoid the 
impact of the tax. This may be the 
general attitude when the tax has high 
exemptions and high starting rates. Yet 
even in this case, a heavy transfer tax is 
bound to impinge also on consumption, 
particularly on lavish spending for big 
establishments, estates, private vehicles, 
etc. 


Effects on Investment 


The effect of death taxation on the 
incentive to invest cannot now be esti- 
mated. If it is assumed that the bur- 
den of all death duties is on the owner 
of the estate, as Kaldor has assumed in 
his analysis,’ such taxation might ap- 


14 bid. 
15 A. C. Pigou, op. cit. 
16 Op. cit. 


17 Cf. G. F. Shirras and L. Rostas, The Burden of 
British Taxation (Cambridge, 1943), p. 79. 
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pear to have certain adverse effects on 
investment. 

If an existing pattern of death taxa- 
tion is suddenly and drastically changed, 
the announcement effects may be of 
some importance to investment plans of 
older people if they see their potential 
final gains suddenly reduced. They 
may prefer relatively riskless placement 
of funds to risky investment ventures. 
In this case it is the transferor’s or lega- 
tor’s incentive to invest which is af- 
fected although in case of death it is 
clearly the legatee’s economic capacity 
which will be diminished by the effect 
of the tax. However, there are some 
criteria which apply to transfer taxation 
but do not apply to taxation of entre- 
preneurial profits or other forms of 
income taxation. The following is a 
comparison of the effects of transfer 
taxation as an alternative to other forms 
of taxation which are assumed to affect 
adversely the incentive to invest. 

It is assumed that taxes which affect 
primarily entrepreneurial profits have 
an adverse effect on the inducement to 
invest of the entrepreneur because they 
reduce the anticipated profit from busi- 
ness operations. Let us now assume that 
a given amount of taxes on entrepre- 
neurial profit is replaced by taxes on 
gratuitous transfers. As far as an indi- 
vidual is concerned, the following sets 
of considerations are to be taken into 
account: '§ 

1. The tax on entrepreneurial profit is 
levied every year on the flow of income 
from investment. As income increases, 
the tax increases. The transfer tax is 
levied on gifts inter vivos made of free 
will or on ultimate accumulation at 


18 Most considerations affecting taxation of entre- 
preneurial profits also affect personal income taxation 
of the top brackets. 
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death and not on the flow of income re- 
sulting from investment. The impact 
of transfer taxes cannot be avoided by 
not investing. 

2. As savings increase, the transfer 
tax at death will increase. Whatever 
amount is consumed will not be taxed. 
The part of profits from entrepreneurial 
investment which is saved and trans- 
ferred either inter vivos or at death will 
be subject to tax. The amount of prof- 
its affected by the tax will be smaller 
than the total and partly subject to the 
control of the taxpayer who can decide 
whether to spend, save, or transfer the 
profits he collects. 

3. To a large extent the investor is 
ignorant of the size of the base which 
will be subject to the transfer tax at 
death because he cannot know precisely 
his financial situation at death. He 
may decide to invest at an early age in 
order to have the benefits of a high level 
of consumption at a later age. To this 
extent, a tax at death would not tend 
to impair his incentive to invest, 
whereas an equivalent tax on entrepre- 
neurial income would. 

4. A tax on entrepreneurial profits is 
a tax on current receipts, while a tax 
levied at death and on future gifts is 
a tax on future transfers. In addition 
to the difference in kind between en- 
joyment and disposal which is valid for 
part of the effects of the transfer tax, 
there is the added difference that most 
people value present disposal more than 
future disposal. This factor of time 
discount may be enhanced in the case 
of the death tax because of a common 
tendency to overestimate one’s own life 
expectancy. 

The above primary considerations 
point to an increase in total investment 
when taxes on entrepreneurial profits 
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are decreased and taxes on gratuitous 
transfers are increased. There are, how- 
ever, some secondary considerations 
which, under certain assumptions, may 
reduce the incentive to invest. 

The most obvious factors diminishing 
the incentive to invest as a result of an 
increase in transfer taxation are the fol- 
lowing: 

1. The existence of a continuity of a 
family interest that reaches beyond the 
natural life of the legator may mean 
that the anticipation of the tax will in- 
fluence his own economic actions during 
life. 

2. As long as transfer taxation allows 
special advantages for trusts and simi- 
lar devices, further encouragement of 
riskless investment results from an in- 
crease in taxation. Removal of these 
advantages would encourage venture 
capital. 

It has often been held that an in- 
creased liquidity preference due to the 
anticipation of high estate taxes has a 
negative effect on investment. It is 
conceivable that a person might sell real 
assets, purchase insurance or bonds, or 
hoard cash in order to have funds 
available for the payment of estate 
taxes. This argument, however, is only 
true in a limited sense and if legal pro- 
visions are unfavorable to orderly liqui- 
dation of real investment. If adequate 
provisions are made to allow for liquida- 
tion of enterprises for payment, the tax 
need not be a deterrent to investment. 
When real assets are sold to another in- 
vestor, no change occurs in total invest- 
ment. In fact, it is possible that the 


new investor who planned the purchase 
of the enterprise has a real interest in 
expanding it while the heirs to the es- 
tate might have no such interest in the 
bequeathed enterprise. 
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Tax Flexibility and Effects of Transfer 


Taxation under Various Conditions 


In spite of their versatile character, 
gratuitous transfer taxes cannot be con- 
sidered satisfactory flexible or counter- 
cyclical tax devices. Flexible devices 
must allow the anticipation of certain 
automatic effects resulting from given 
tax changes. In particular, it must be 
possible to predict with relative accu- 
racy how much an increase in a flexible 
tax will restrict consumer spending and 
how much a tax reduction will expand 
consumption. 

The annual variations of the yield of 
gratuitous transfer taxation are more 
difficult to forecast than the variations 
of other taxes.’® If a broad base is used, 
the yield may be easier to forecast be- 
cause of the averaging discrepancies. 
Moreover, the highly volatile holdings 
of securities are concentrated in the 
middle and upper brackets while lower 
brackets hold mostly real estate and 
other tangible property. 

The taxes most suited for flexibility 
are currently collected. Changes in 
rates or exemptions of gratuitous trans- 
fer taxes have normally a “ delayed ac- 
tion” effect. The longer the interval 
between the date of the taxable event 
and the date of payment, the more the 
impact of changes will be postponed. 
Unless retroactive application of a new 
transfer tax law is possible, two systems 
will exist side by side, one for the trans- 


19 A survey of this problem was reported by the 
Fiscal Committee of the League of Nations, Geneva, 
June 21, 1939. Several points were made regarding 
the relationship of yield from death duties and 
cyclical fluctuations. The statements made are too 
vague and uncertain to be considered here. In any 
case, it was reported that there is no close relation- 
ship between the fluctuations of the yield and cyclical 
movements. 
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fers effected before the change of the 
law but on which payment of tax is still 
pending and the other for transfers 
effected after the change. Since the 
payment of taxes on transfers at death 
must often be delayed because of liquid- 
ity difficulties and other reasons, this 
coexistence of two or more exemption 
and rate structures could drag out for 
considerable periods of time. While 
retroactivity would solve the problem 
of coexisting multiple systems, it is 
doubtful whether it can be enacted. 

Changes in transfer taxation, like 
changes in ordinary property taxation, 
affect property values, and there is al- 
ways a concern about creation of wind- 
fall gains or losses. Changes thus are 
difficult to carry out and if they take 
place their impact is not immediate. 
The evaluation of the effect of a basic 
transfer tax reform must therefore be 
in terms of long-run rather than exclu- 
sively short-run considerations. 

In periods of unemployment the re- 
duction of most taxes results in an in- 
crease of consumption. A reduction of 
gratuitous transfer taxes, however, 
would hardly exert such an effect. 
Quite the contrary, it might even be 
argued that the introduction or main- 
tenance of a high gratuitous transfer 
tax in periods of acute or threatening 
depression may be an excellent means 
of injecting otherwise idle savings into 
the stream of circulation.” 

Nevertheless, high taxes on gratui- 
tous transfers are also appropriate for 
revenue raising in periods of full em- 
ployment, provided, of course, that the 
increased yield from taxation will not 


201f the possibility of skipping estate taxes by 
using life estates and other trust devices were elimi- 
nated, such an effect would most likely take place 
immediately. 
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result in a rising level of government 
spending. Considered as an alternative 
to deficit financing, transfer taxation is 
desirable in so far as it restricts certain 
types of conspicuous consumption, and 
certainly it does not engender any fu- 
ture fiscal management problems. Nat- 
urally, such a tax is not as anti-infla- 
tionary as an income tax, which has a 
large direct effect on consumption. 
Transfer taxation is an exceptionally 
good means for supplementing income 
taxation when capital values are rising 
and there is a tendency among upper 
income groups to avoid realization of 
capital gains. 

One of the peculiar characteristics of 
high gratuitous transfer taxes is their 
qualitative effect on consumption. Even 
though the volume of reduction of con- 
sumer spending due to high transfer 
taxation may be small, it affects activ- 
ities competing with the productive 
effort of the nation in so far as it dis- 
courages private building and mainte- 
nance of large, luxurious residences, es- 
tates with numerous servants and the 
purchasing of planes, cars, and boats. 
In England this has been amply demon- 
strated. 

The arguments in favor of this tax , 
are, however, not based on effects it 
may have on consumption, for it clearly 
impinges more on savings than on con- 
sumption and is therefore not really an 
effective anti-inflationary instrument. 
It has, however, an extraordinary im- 
pact on huge accumulations and there- 
fore may mitigate retroactively some 
of the injustices created by inflation. 
The strength of gratuitous transfer 
taxation really lies in its two-sided char- 
acter: In times of depression, gratuitous 
transfer taxes can be maintained at a 
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high level without impeding investment 
or seriously impinging upon consump- 
tion because they can in effect mobilize 
otherwise idle savings. In a period of 
inflationary pressure transfer taxes can 
be used as rough equalizers and as good 
revenue raisers. In its present form, the 
American estate tax might be geared to 
have an equalizing effect between large 
segments of the population but it does 
not have a high degree of equity in 
taxation of individuals in similar condi- 
tions. Proper structural reforms can, 
however, reduce the bluntness of the 
impact by making the tax more adapted 
to personal conditions. 

Gratuitous transfer taxation is useful 
as a stable, not as a flexible instrument 
of taxation. Its effects involve a time 
lag, and rapid adjustments are difficult 
to attain. If the need for orderly liqui- 
dation is taken into account, there is a 
considerable time interval between the 
taxable event and the date of payment, 
an interval which complicates the pro- 
cedure of rapid tax changes. Never- 
theless, it is a good potential revenue 
raiser which can be a useful element in 
the permanent tax structure and merits 
special attention at times when the gov- 
ernment is faced with a need for large- 
' scale spending. 


Conclusions 


The limitations upon taxation of 
gratuitous transfers are determined by 
political, social, and economic considera- 
tions. Economic considerations vary 
with changing economic conditions, al- 
ternative means of financing, and social 
objectives. 

The central query is whether taxation 
of gratuitous transfers should remain 
exclusively a “soak the rich” proposi- 


tion or should affect a larger part of the 
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population. An arbitrary decision must 
be made as to the percentage of de- 
cedents who should be affected by the 
tax and as to the portion of the wealth 
transferred gratuitously in a given year 
which should be subject to taxation. 

Personal conditions of the families of 
decedents cannot be ignored. A strong 
argument can be made for allowing 
every individual to accumulate funds 
for his survivors or to give them part 
of his earnings during his life. The 
“need of survivors” is a relevant con- 
sideration; even if a complete social 
security program providing a “ national 
minimum ” should eliminate need, the 
desirability of allowing “ improve- 
ment ” could still be argued. A limita- 
tion of an individual’s right of free dis- 
posal of property does not have to mean 
a prohibition of this right. 

As long as the personal ownership of 
homes, automobiles, or small businesses 
and farms is considered desirable, there 
cannot be a complete elimination of 
gratuitous transfers. To overlook con- 
siderations of this type would be to ig- 
nore basic characteristics of the social 
structure of America. However, large 
transfers of economic power are not 
compatible with a competitive economy, 
and free disposal of small properties does 
not necessarily mean free disposal of in- 
dustrial and financial power. Heavy 
taxation of small transfers would also 
involve structural complications. De- 
pendency and age differentials would 
have to be considered if personal need 
were the sole criterion for the exemp- 
tion and rate structure. Evasion and 
waste might be encouraged by prohibi- 
tive rates on very small transfers. Ef- 
fects on consumption and investment 
are difficult to forecast, but the an- 
nouncement effects alone of confisca- 
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tory taxation would have disturbing 
consequences. 

The present political and social cli- 
mate in the country is, however, such 
that there is no danger of a confiscatory 
tax on small gratuitous transfers. The 
important issue is not whether the scope 
of taxation of gratuitous transfers 
might become so broad that it would 
disturb economic conditions. The query 
is whether it will be broad enough to 


‘make this type of taxation an effective 


instrument of fiscal policy. 

To give an indication of the present 
small scope of the estate tax, it may 
suffice to say that in this country less 
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than 1 per cent of all estates are taxed, 
while in the United Kingdom the tax 
strikes a good 20 per cent. 

At a time when the government is in 
search of more sources of revenue a 
broad transfer tax applying to a large 
percentage of gratuitous transfers might 
well be added as an important element 
to the nation’s tax structure. 

While certain principal features of 
the tax system, such as the corporate 
and personal income taxes should be 
used as flexible devices, the gratuitous 
transfer tax should be used as a strong, 
stable element adapted to the social and 
economic system of the country. 














SALES-TAX PROGRESSIVITY ATTRIBUTABLE 
TO A FOOD EXEMPTION 


DONALD C. MILLER * 


INCE WORLD WAR II Connecti- 

cut, Rhode Island, Tennessee, 
Maryland, Florida, and the District of 
Columbia have adopted or re-enacted 
sales taxes. The resurgence in popular- 
ity of this form of taxation has oc- 
curred after a decade during which no 
state adopted the sales tax." The stat- 
utes adopted in the postwar period, 
however, generally had one feature that 
only a few of the prewar sales tax stat- 
utes possessed, All the new taxes ex- 
cept the Tennessee tax exempt food. 
For many years only California, North 
Carolina, Ohio, and New York City had 
provided a broad food exemption. In 
1943, West Virginia established an ex- 
emption for the first fifty cents of food 
purchases. After World War II the 
trend toward increased use of sales tax- 
ation was accompanied by the exemp- 
tion of food purchased for home con- 
sumption.” 


* The author is assistant professor of economics at 
the University of California, Los Angeles. This 
analysis is part of a larger study on state sales taxa- 
tion made for the California Senate Committee on 
State and Local Taxation. 


1In 1942 Louisiana re-enacted the sales tax which 
had originally been adopted in 1936 and repealed in 
1940. 


2In addition the District of Columbia extended 
the exemption to sales of food in restaurants and 
other establishments where the sales price of the 
food furnished each patron is $1.25 or less, in- 
cluding cover, minimum, entertainment, or other 


The increased use of a form of tax- 
ation that has traditionally been con- 
demned as regressive raised the ques- 
tion of the extent to which an accom- 
panying food exemption may alleviate 
the regressivity of sales taxation. An 
effort will be made here to show some 
of the progressive aspects of the Cali- 
fornia sales tax due to the food exemp- 
tion and to compare these findings with 
other reports on the effect of a food 
exemption. 


Other Studies of Sales Tax Patterns 


During World War II there were 
proposals for the adoption of a Federal 
sales tax, and an effort was made by the 
Treasury Department to evaluate vari- 
ous types of sales taxation. The Divi- 
sion of Tax Research, Treasury De- 
partment, prepared a report that was 
presented to the House Ways and 
Means Committee and in it evaluated 
various alternative methods of | sales 
taxation including a food exemption 
and a lump sum per capita exemption.’ 
On the assumption that the tax would 
be shifted forward to the consumer, 
this study estimated that a 10 per cent 
retail sales tax excluding food would be 





charges. In Connecticut meals costing less than $1 
are exempt from the sales tax. 


3 Revenue Revision of 1943, Hearings Before the 
Committee on Ways and Means, House of Repre- 
sentatives, 78th Congress, Ist sess., 1943, p. 1095. 
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regressive in its effect. The average tax 
would absorb 5.7 per cent of average 
money income in the lowest money in- 
come groups, “ under $500,” but would 
take only 1.4 per cent of income from 
the open-end classification “ $10,000 
and over.” * Between these extreme in- 
come groups the pattern of taxation is 
one of gradual regressivity. The re- 
gressivity of the tax is not so pro- 
nounced, however, as it would be if 
food were included in the base. With 
food included, the tax ranges from 9.4 
per cent of income in the lowest income 
group to 2.1 per cent in the highest in- 
come group. 

The Nevada Legislative Counsel 
Bureau used these data in 1948 to reach 
the same conclusions for a retail sales 
tax applicable to that State, with lower 
rates of taxation used for estimating the 
distribution of the tax by income 
levels.© The bureau concluded that for 
Nevada a sales tax with food exempt 
would impinge most heavily on the 
lowest income groups. 

In more recent studies the tax has 
been described as progressive or at least 
proportional. In Connecticut the State 
Tax Survey Committee emphasized the 
“ substantial elements of progressivity ” 
introduced by the food exemption.° 
Using data from the Bureau of Labor 
Statistics survey of expenditures and 
savings of city families in 1944, the 
committee shows that 78 per cent of 


4 Ibid., p. 1166, Table 1. See also H. P. Wald, 
“Variations of Retail Sales Taxes,” American Eco- 
nomic Review, XXXIV (June, 1944), 285, Table 2. 


5 Nevada Legislative Counsel Bureau, Survey of 
Sales Taxes Applicable to Nevada, Bulletin 3 (Carson 
City: State Printing Office, 1948), Table 2, p. 60. 


6 Report of the Connecticut State Tax Survey 
Committee, Connecticut Tax Survey, 1948 (Hart- 
ford, 1949), pp. 85ff. 


family expenditures in the lowest in- 
come group was excluded from taxation 
because of exemptions of food, housing, 
and medical care, whereas these ex- 
emptions in the upper income group 
($5,000 and over) resulted in the ex- 
clusion of only 53 per cent of family 
expenditures.’ However, when tax- 
able expenditure is compared with aver- 
age money income (before or after 
personal taxes), the sales tax pattern 
still appears to be regressive, despite the 
greater importance of the food exemp- 
tion to low income families. The mi- 
nority report of the Connecticut Com- 
mittee emphatically rejects the major- 
ity implications of progressivity and 
equity in the burden of sales taxation 
and presents a “preliminary report ” 
which shows those in the upper third of 
the income classes as paying less in sales 
taxes than those in lower income 
groups. The percentage of income 
taken by a 3 per cent sales tax varies 
from 0.97 per cent in the “ $0-$500 ” 
income group to 0.75 per cent in 
the “ $5,000-$10,000” groups, with 
slightly over 1 per cent taken by the 
tax in the ‘“ $2,000-$2,500” class.® 
Thus there is substantial disagreement 
about the impact of the tax in Con- 
necticut. 


7In making these estimates the committee used 
the broad classification ‘“‘ food” from the Bureau of 
Labor Statistics survey which included some items 
that were taxable in Connecticut. Detailed break- 
downs of the survey reveal that the “ food” com- 
ponent included meals eaten in restaurants, cafe- 
terias, and at work, as well as candy, ice cream, and 
alcoholic beverages. Thus some taxable items would 
be included despite the $1 exemption for meals. For 
most states the component “ food purchased to be 
served at home” would be more accurate to use in 
estimating the effects of a food exemption. 


8 J. M. Rourke, Minority Report of the Con- 
necticut State Tax Survey Committee (Hartford, 
1949), p. 10. 
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In an effort to escape the distortion 
of the relation between consumer ex- 
penditure and income that occurred 
during the war years and was reflected 
in the Bureau of Labor Statistics survey 
and the Treasury Department estimates, 
one study has gone back to the Na- 
tional Resources Planning Board data 
compiled for 1935-36.° A hypothetical 
tax, with a base embodying the pro- 
visions most commonly used in the re- 
tail sales tax states plus a food exemp- 
tion, was formulated and applied to the 
1935-36 income and expenditure data. 
The hypothetical tax as a percentage of 
income in these years was roughly pro- 
portional between $500 and $5,000 and 
slightly regressive above $5,000. An 
estimate was also made of the hypo- 
thetical tax as a percentage of income 
after estimated personal taxes at 1948 
rates, and the conclusion was reached 
that “for the great majority of the 
population a retail sales tax with food 
exempt is substantially proportional in 
burden.” '° 


Use of Hypothetical Budgets to Show 
Sales Tax Patterns 


There is thus a wide range of opinion 
on the effects of a food exemption on 
the regressivity of sales taxation. An- 
other possible approach to this problem 
is to reverse the last-mentioned pro- 
cedure using a hypothetical tax and 
actual expenditure data and use hypo- 
thetical budget data together with 
actual current price and expenditure 
data for specific regions. Expenditure 
data for hypothetical families at dif- 
ferent levels of income are available in 


9 J. W. McGrew, “ Effect of a Food Exemption on 
the Incidence of a Retail Sales Tax,” National Tax 
Journal, Il (December, 1949), 362-67. 


10 Jbid., p. 367. 
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the form of quantity and cost budgets 
compiled by the Heller Committee for 
Research in Social Economics, Univer- 
sity of California, and the Haynes 
Foundation of Los Angeles. The bud- 
gets compiled by these organizations 
show hypothetical expenditures in San 
Francisco and Los Angeles for various 
consumption items and other purposes, 
Examination of these data gives some 
indication of the regressive and pro- 
gressive aspects of California sales tax- 
ation in these areas. 

Hypothetical expenditures for 1949 
for budgets representing families at 
different income levels are shown in 
Table 1 through 4.'' These data do 
not show the actual expenditure or 
average expenditures made by various 
families in 1949; but rather, these bud- 
get studies “‘ attempt to measure the 
cost of maintaining the commonly ac- 
cepted standard of living of .. . dif- 
ferent occupational groups in an 
American community.” ” 


The Haynes Foundation budget for 
moderate income families gives infor- 
mation for the Los Angeles area that is 
comparable to the Heller Committee 
budgets. In order to give some repre- 
sentation to families in lower income 
groups, the Heller cost budget for de- 


11 The Heller and Haynes budgets are compiled 
in terms of expenditures for various items. The 
total of these expenditures in each budget is viewed 
here as the gross income of the hypothetical families. 
The $4,000 and $5,000 budgets (Tables 2 and 3) 
include savings in the form of life insurance pre- 
miums and payments on home mortgages but make 
no allowance for savings in the form of liquid assets. 
Allowance for accumulation of liquid assets would 
lower the tax-income ratios but would not signifi- 
cantly change the progressivity shown for this range. 


12 Quantity and Cost Budgets for Three Income 
Levels, Heller Committee for Research in Social 
Economics (Berkeley: University of California Press, 
1949), p. 3. 
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pendent families and children is shown 
in Table 1. This budget “ attempts to 
stay within the limits of support that a 
welfare agency may reasonably be ex- 
pected to provide.” '* The Heller 
Committee budget data were priced in 
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tion, as allowed by the California stat- 
ute. 


Effect of the Food Exemption 


The importance of food in all these 
budgets is immediately apparent since 


TABLE 1 


Impact oF Retain SALES TAx* ON DEPENDENT FAMILY ” 


witH Gross INCOME 


oF $1,935: SAN Francisco, 1949 


























Expenditure Tax 
Item Per Cent apr om Percentage 
Amount of Total Amount Se | Ta of Total 
Income * Pai - Income 
aid 
Food (all sniinal at nese $ 943.44 48.8 none c, ee 
NN os dans can ha ewes coke 233.52 12.1 $ 7.32 64.9 0.38 
House operation: 
Light and fuel ............ 71.76 3.7 1.08 96 06 
MEROP SUBTOS cin cccccccdes 46.68 24 24 2.1 Ol 
OMANI ccc scccccccssess 35.40 18 1.08 96 06 
Se seu Ninna tees ee 342.00 17.7 none 
| er 89.52 46 none Per a is 
Care of person ...........6. 59.52 3.0 72 6.4 04 
Miscellaneous .............. 113.28 59 84 74 04 
UL. x: sc hg obs ate eee $1,935.12 100.0 $11.28 100.0 0.59 








“Rate 3.5 per cent (State 3 per cent; city 0.5 per cent). 
» Husband and wife; boy, 13; and oA, 8. Husband in this family is unemployed. 


Source: Based on Quantity and Cost Budgets for Dependent Families or Children, Prices for San 
Francisco, September 1949, issued by the Heller Committee for Research in Social Eco- 
nomics (Berkeley: University of California, 1950). 


San Francisco, and the comparable 
Haynes Foundation data were priced in 
Los Angeles; all pricing was done in 
September, 1949. The hypothetical 
families for whom these budgets were 
arranged consisted in each case of the 
husband and wife; a boy, 13; and a 
girl, 8. Of interest here is the effect on 
these budgets of the exemption of food 
purchased for off-premise consump- 


13 Quantity and Cost Budgets for Dependent Fam- 
ilies or Children, Heller Committee for Research in 
Social Economics (Berkeley: University of California 
Press, 1950), p. 3. 


it is the largest single item shown. The 
actual expenditures for food and the 
ratio of such expenditures to total ex- 
penditures and to income do not closely 
correspond to either the 1935-36 Na- 
tional Resources Planning Board data 
used in computing the hypothetical tax 
mentioned above or to the 1944 Bureau 
of Labor Statistics survey used in the 
majority report of the Connecticut Tax 
Survey Committee. But the trend of 
expenditure from lower to upper in- 
come groups is the same, with food ex- 
penditure absorbing a much larger part 
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of the family budget at lower income 
levels. In dollar terms the expend- 
itures of California families in 1949 for 
food were much larger, reflecting in 
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expenditure in the family budget has 
made the exemption of food from sales 
taxation even more important than it 
would appear from examining either 


part the large rise in food prices that 
has occurred, especially in the years fol- 


the 1935-36 or 1944 expenditure data, 
The data in Tables 1-4 show that over 


TABLE 2 


Impact oF Retain SALES Tax * ON WaGE EarNner’s FAMILy ° witH Gross INCOME 
or $4,040.54: San Francisco, 1949 


























Expenditure Tax 
Item Per Cent Percentage Percentage 
Amount of Total Amount Pa gm of Total 
Income “Pai aX Income 
aid 
Food (all consumed at home) $1,321.27 32.7 none eee aul 
NE eo cag sais ees s 407.78 10.1 $12.88 37.7 0.32 
House operation: 
Light, fuel, telephone ..... 99.84 25 none nsw’ ne 
House-cleaning supplies ... 20.43 5 69 2.0 02 
Miscellaneous ...........- 11.79 3 04 a | AP 
oy ree 135.44 3.3 4.50 13.2 S7 
PR cinco Sen iwc nek e's 6 456.00 113 none ean leita 
ee err 467.09 116 11.96 35.0 29 
Medical and dental care .... 290.73 7.2 A3 13 01 
Rafe IMTANCE. 665.66 50s 0000 115.27 28 none ly 
ION A i iccdicscsaeesyicwe 120.48 3.0 09 3 cm 
nee eee 331.42 8.2 3.56 10.4 09 
Income & payroll taxes ..... 263.00 6.5 none 
SR Spe = ene $4,040.54 100.0 $34.15 100.0 0.84 





* Rate 3.5 per cent (State, 3 per cent; city, 0.5 per cent). 
> Husband and wife; boy, 13; and girl, 8. 
Source: Based on Quantity and Cost Budgets for Three Income Levels, Prices for San Francisco, 


September, 1949; issued by the Heller Committee for Research in Social Economics 
(Berkeley: University of California, 1950). 


lowing World War II. The Bureau of 
Labor Statistics consumers’ price index 
rose from 125 in 1944 to 169 in 1949, 
but the food component rose from 136 
in 1944 to 204 in September, 1949. 
After declining early in 1950, the food 
component of the index again climbed 
rapidly in the fall of 1950 to exceed 
200. 

The increased importance of food 


the range of incomes included in these 
hypothetical budgets, the food exemp- 
tion results in a pattern of sales taxation 
that is progressive rather than regres- 
sive. For the lowest income level 
shown, that of a dependent family with 
gross income (expenditure) of slightly 
under $2,000, food expenditure takes 
up almost one-half of total income. 
All food expenditures of this family are 
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viewed as nontaxable, and as a result 
sales taxes as a per cent of income are 
only 0.59 per cent. Expenditure for 
purchase and operation of a family 
automobile, an important item in the 
other budgets, is missing from this 
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Analysis of California public assist- 
ance budgets established for “aid to 
needy children” reveals similar rela- 
tionships for a hypothetical family of 
four with income (from public assist- 
ance) near $2,000. In such budgets 


TABLE 3 


Impact oF Retain SALES Tax * ON WuitTe-CoLtLaR WorKER’s FAMILY” witH Gross INCOME 
oF $5,432.53: San Francisco, 1949 




















Expenditure Tax 
Item Per Cent Percentage Percentage 
Amount of Total Amount Ba of Total 
Income a Income 
Paid 
Food: 
Mor home UGS oi ..6 2.0000: $1,264.45 23.3 none eee eat 
Restaurant meals ......... 281.59 5.2 $ 8.79 16.3 0.16 
I ae eee 630.50 116 20.14 37.3 37 
House operation: 
Light, fuel, telephone ..... 107.28 2.0 none kate Lees 
House-cleaning supplies ... 22.35 A 76 14 01 
Miscellaneous ............ 43.98 8 18 3 ERE 
NR dc iieebav an 182.00 33 6.04 11.2 All 
5s Jak wi oui dad-e tons 874.20 16.1 29 5 pete 
| re 467.09 86 11.96 22.1 - 22 
Medical and dental care .... 290.73 5.3 A3 8 01 
Life insurance .............. 168.35 3.1 none Phy pein 
NMS ssi tc tad eRe eekews 199.56 3.7 52 9 01 
ee ee Oe 418.90 7.7 4.95 92 09 
Income & payroll taxes ..... 481.55 8.9 none oe 
NN 20 dat xsecedhag wun $5,432.53 100.0 $54.06 100.0 0.98 * 





"Rate 3.5 per cent (State, 3 per cent; city, 0.5 per cent). 
> Husband and wife; boy, 13; and girl, 8. 
*Cost computed at annual rate on house purchased in 1949. Under controlled rent cost 
would be $624.00, ana the ratio of sales tax to income would be 1.05. 
Source: Based on Quantity and Cost Budgets for Three Income Levels, Prices for San Francisco, 
September, 1949; issued by the Heller Committee for Research in Social Economics 
(Berkeley: University of California, 1950). 





budget. The addition of such expend- 
iture and allowance for sales tax pay- 
Ments on it would increase the ratio of 
tax to income. Even with this ad- 
dition, however, the tax-income ratio 
would remain relatively low." 


14An annual allowance of almost $90 for car- 


“necessary amounts” are allowed for 
transportation, but this would not pro- 
vide for prorating the purchase price of 
a car over a period of years as done by 





fare is included in this budget, but this expenditure 
involves no sales taxation. 
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the Heller Committee for families at 
higher income levels. 

Another qualification for the low in- 
come budget shown in Table 1 is neces- 
sary because the expenditures for this 
budget are also viewed as the gross in- 
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income ratio.'® The ratio of sales taxes 
to income otherwise would be larger at 
those low income levels where dissay- 
ings occur or where public or private 
assistance is not considered part of the 
“gross income” of the family. The 


TABLE 4 
Impact oF Reta, SALES Tax * oN EXeEcuTiIve’s FAMIty ® witH Gross INCOME 


oF $12,405.71: San Francisco, 1949 











Expenditure Tax 























Item Per Cent eo Percentage 
Amount of Total Amount Sal Ts of Total 
Income — Income 
Paid 

Food: 

For home use ...........- $ 1,592.71 128 none ey oe 

Restaurant meals ......... 523.71 42 $ 14.65 11.3 0.12 
oid < vss cWiao’ 1,497.31 12.1 46.01 35.5 37 
House operation: 

Light, fuel, telephone ..... 227.41 18 1.99 15 02 

oe huey oe hies.0. 01,00 832.34 6.7 none EU ee 

Miscellaneous ............ 51.27 5 1.15 9 Ol 
PE iota dsb csnscne 456.87 3.7 14.38 11.1 12 
ll ET OO CRE ee 1,444.60 116 58 A sae 
BARROS | oo cc ice ccsecs. 922.33 74 29.99 23.1 24 
Medical and dental care .... 537.04 43 74 6 Ol 
Life insurance and savings .. 861.94 7.0 none ee ae 
SEMNONONEE 0 G35 os nie no nbc Seb 586.06 47 7.97 6.2 06 
Epis BUOTAR. snc ec ce cies 1,098.26 8.9 12.11 9.4 10 
Income & payroll taxes ..... 1,773.86 143 none 

NORA. Sxd ee wee bike's <acs $12,405.71 100.0 $129.57 100.0 1.05 ° 





* Rate 3.5 per cent (State, 3 per cent; city, 0.5 per cent). 


» Husband and wife; boy, 13; and girl, 8. 


*Cost computed at annual rate on house purchased in September, 1949. With a house pur- 
chased in 1939-41 the cost would be $1,271.56 and the ratio of sales tax to income would be 1.06. 
Source: Based on Quantity and Cost Budgets for Three Income Levels, Prices for San Francisco, 


September, 1949; issued by the Heller Committee for Research in Social Economics 
(Berkeley: University of California, 1950). 


come of the hypothetical family. At 
the lower end of the income scale, ex- 
penditure for consumption is usually in 
excess of money income and thus dis- 
saving occurs. This phenomenon is not 
shown in the budget for the dependent 
family of Table 1, but rather income 
supplied by the state is used in the tax- 


food exemption, nevertheless, does in- 
troduce an important progressive ele- 
ment into sales taxation at low income 
levels where the tax of necessity would 
appear to be regressive if the conven- 


15 Also since the man in this hypothetical family 
is assumed to be unemployed, no amount is shown 
for payroll taxes in this budget. 
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tional view of the tax-to-income ratio 
is held. According to the usual view, 
the average family in the income classi- 
fication ““ under $500 ” would have ex- 
penditures in excess of income, and the 
sales tax would absorb a larger part of 
income than in higher income groups; 
nevertheless, regressivity would be re- 
duced by the food exemption. 

The importance of food in the family 
budget at higher income levels is also 
apparent from examination of the other 
budgets, although the proportion of the 
total budget alloted for food expend- 
iture diminishes as the level of expend- 
iture increases. Table 2 reveals that al- 
most one-third of total expenditure has 
been budgeted for food in a wage- 
earner’s family with gross income of 
slightly over $4,000. Again all food 
expenditure was for food consumed at 
home and thus nontaxable. Various 
taxable items assume a more important 
role in this budget, however, so that the 
ratio of sales taxes to income increases 
to 0.84 per cent. Thus between the 
two budgets showing expenditures of 
roughly $2,000 and $4,000, the sales 
tax appears to be progressive. 

In a budget computed by the Haynes 
Foundation for a moderate income 
family in the Los Angeles region with 
almost $4,400 gross income, a similar 
situation is found. Food expenditures 
drop to around 30 per cent of income, 
but the sales tax as a percentage of in- 
come remains at 0.84 per cent. 

At the next income level, $5,400, 
shown in Table 3 as a budget for a 
white-collar worker, the Heller Com- 
mittee shows some part of the food ex- 
penditure as occurring for restaurant 
meals with the result that nontaxable 
food expenditure drops to 25 per cent 
of gross income, and sales taxes jump 
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to around 0.98 per cent of income.'® 
The expenditures for restaurant meals 
shown for this classification are rela- 
tively high compared to any of the 
other family budgets. They account 
for a larger percentage of gross income 
than similar expenditures do in the 
$12,400 budget for an executive’s fam- 
ily (Table 4), and thus the sales taxes 
on such meals also constitute a larger 
part of total income. 

Nontaxable food expenditures in the 
highest income level budget of $12,400 
(Table 4) drop to only 13 per cent of 
income. The executive family’s ex- 
penditures on restaurant meals rise in 
dollar terms but decline percentagewise 
relative to the white-collar worker’s 
budget so that only 0.12 per cent of in- 
come is claimed by sales taxes on these 
meals. Despite this factor the progres- 
sion of the tax-to-income ratios con- 
tinues to this high-income level budget 
as sales taxes absorb 1.05 per cent of in- 
come.** 

If the tax-income ratios are com- 
puted on the basis of disposable income, 
the progressivity of tax rates from the 
low to the high income budget would 
be even more pronounced. If personal 
taxes (property and income) are de- 
ducted from the gross incomes of the 
wage earner, white-collar worker, and 
executive, the resulting tax-income 
ratios change to 0.89, 1.11, and 1.25 
per cent respectively. 

Thus over the income range shown in 


16 When the assumption is made that this family 
lives in a dwelling subject to rent control (rather 
than in a house purchased in 1949), the ratio of 
sales taxes to income increases to 1.05 per cent. 


17 When the assumption is made that this family 
was fortunate enough to have purchased a home in 
the period 1939-1941 rather than in 1949, the ratio 
of sales taxes to income increases slightly to 1.06 
per cent. 
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these budget studies, sales taxation in 
California assumes the role of a progres- 
sive tax with results quite different 
from those usually attributed to sales 
taxation. Although these budgets do 
not provide data for the entire income 
range, the number of family units and 
amount of money income covered by 
the available studies are large.’* Per- 
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above would be regressive.'® The re- 
sults of taxing food are shown in Table 
§ and Chart 1 in which data from the 
Haynes budget are also included, 
Table 5 shows that the sales tax would 
absorb 2.29 per cent of the wage 
earner’s income but only 1.49 per cent 
of the executive’s income if the food 
exemption were removed. Chart 1 


TABLE 5 


Errect oF Foop EXEMPTION ON CALIFORNIA RETAIL SALES Tax: 
PATTERN FoR Five INcoME LEVELS, 1949 


























Food Not Taxed Food Taxed 
Income Level ae an 
Tax as Percentage Tax as Percentage 
Tax of Income Tax of Income 

Sf) *) ee $ 11.28 0.59 $ 44.30 2.29 
SE oe du os bie 5 34.15 84 80.39 1.99 
ES, 37.01 84 82.45 1.89 
| Se ee 54.06 98 98 32 1.81 
ECR ee ae 129.57 1.05 185.31 1.49 





Source: Tables 14 and material obtained from the Haynes Foundation Budget for Moderate 
Income Families, Prices for Los Angeles, September, 1949; issued by Haynes Foundation 


(Los Angeles, 1950). 


haps there may be some objection to the 
designation of a budget of over $4,000 
as that of a “ wage-earner’s family ”; 
but, regardless of the designations used, 
if the expenditure relationships prevail- 
ing at this lev*l and the.other income 
levels are real&tic, they disclose some- 
thing of the fiature of sales taxation 
throughout a part of the income range. 

If all food expenditures shown in 
these budgets were taxed at the rate of 
3.5 per cent as are other taxable items 
in the Los Angeles and San Francisco 
areas, the pattern of taxation described 


18 Board of Governors, Federal Reserve System, 
Federal Reserve Bulletin, “1950 Survey of Con- 
sumer Finances,” Part III, August, 1950, Table 19, 
p. 965. This table shows that in 1949 some 72 per 
cent of family units receiving 92 per cent of total 
income before Federal income taxes were in the in- 
come groups above $2,000. 


shows the progressivity of the Cali- 
fornia sales tax structure under a food 
exemption relative to the regressivity 
that would prevail with the removal of 
this exemption. A line drawn parallel 
to the OX axis at any point on the 
chart would depict a proportional tax; 
the relative progressivity or regressivity 
of the sales tax at any point may be de- 
termined by comparing the curve with 
such a line. The size and significance 
of a tax on food at the different levels 
of income is measured by the vertical 
distance between the two curves at any 
given income level. 

Another way in which the impor- 

19 The effective rate of taxation might be some- 


thing less than 3.5 per cent because of the bracket 
system used for collection, 
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tance of the food exemption may be single working woman who does not 
emphasized is by comparing a budget prepare her own meals but rather buys 
not affected by the exemption with the taxable meals at restaurants and her 
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Cuart 1. Effect of food exemption on California retail sales tax patternt Source: Table 5. 


aforementioned family budgets. Table boarding house. Sales taxes on these 
6 shows the hypothetical budget of a meals comprise almost 75 per cent of 
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total sales taxes paid, amounting to 1.29 
per cent of income. Under these con- 
ditions the sales tax on meals takes a 
larger percentage of gross income than 
total sales taxes in any of the other bud- 
get categories. When the budget 
shown in Table 6 is compared with the 
preceding budgets, the regressive char- 
acteristics of the sales tax for anyone in 
similar circumstances are apparent.”? 
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also the significance of the food exemp- 
tion. It is possible, if a large amount of 
automobile expenditures were included 
at the $2,000 level, that the tax would 
become regressive at this level. Also a 
budget computed for a family in the 
“under $500” income group would 
undoubtedly show the sales tax as re- 
gressive in these lower ranges. The tax 
would also become regressive at the top 


TABLE 6 
Impact or Retait Sates Tax" ON SINGLE WorKING WOMAN WITH Gross INCOME 


OF $2,235.70: San Francisco, 1949 




















Expenditure 
Item Per Cent ring Percentage 
Amount of Total Amount Suton Tax of Total 
Income eo tgs Income 
Paid 
Room and board” .......... $1,128.88 50.5 $28.77 73.1 1.29 
RR CS oe 258.49 116 7.77 19.8 35 
Medical and dental care .... 88.29 3.9 14 A Ol 
ee a ere 81.80 3.7 none eee on 
Care of person ............. 64.30 2.9 63 16 03 
rrr ree 128.93 58 1.03 26 05 
Miscellaneous .............. 204.37 9.1 99 25 03 
Income & payroll taxes ..... 280.64 12.5 none 

UN lcd ois ste ates < atic $2,235.70 100.0 $39.33 100.0 1.76 





* Rate 3.5 per cent (State, 3 per cent; city, | 
» Boarding house rate includes breakfast seven days a week and dinner six days a week. 


0.5 per cent). 


Sunday dinner and lunches seven days a week are eaten in restaurants. 

Source: Based on Quantity and Cost Budget for a Single Working Woman, Prices for San Fran- 
cisco, September, 1949; issued by the Heller Committee for Research in Social Economics 
(Berkeley: University of California, 1950). 


Conclusions 


To the extent that these budgets are 
valid expressions of actual expenditure 
patterns, they serve to answer some of 
the questions concerning both the re- 
gressiveness of the California tax and 


20 An exemption that would do much to reduce 
the regressive aspects of the sales tax in a budget 
such as that depicted in Table 6 would be one ex- 
empting meals costing less than $1, such as that 
found in Connecticut. 


levels of income where large amounts of 
saving appear; nevertheless, these budg- 
ets do indicate that the food exemp- 
tion is a moderating factor in any such 
trend and in the range of incomes 
shown more than offsets the regressivity 
of the sales tax. 

These findings for California reveal 
more progressivity in the pattern of 
sales taxation for this State than is 
found in most other states that use this 
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tax. These data also differ from other 
studies which show that a food exemp- 
tion does not remove the sales tax from 
the regressive category or results at 
most in a proportional tax. It should 
be noted again, however, that these 
findings for California derived from 
hypothetical budget data have validity 
only to the extent that the budgets de- 
pict the prevailing pattern of consump- 
tion or the relative expenditures made 
for various taxed and nontaxed items.** 
This qualification, among other things, 
involves the representativeness of the 
families used in the budget studies. In 
terms of size, the family of four used in 
the studies more closely approximates 
the median size of families at the upper 


21 Although these budget data are only an ap- 
proximation of the actual pattern of expenditure, 
sample surveys of actual expenditures of family units 
are also approximations since such data contain 
sampling errors as well as a certain amount of over- 
and under-reporting. 
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level of incomes, but it is not far from 
the average for all families and individ- 
uals in the United States for which the 
median size of the family in 1948 was 
3.22. The existence of low income 
families, regardless of size, who eat in 
restaurants or in other taxed establish- 
ments would reduce the progressivity 
indicated in the preceding analysis for 
California sales taxation. 


Despite these qualifications, the 
hypothetical budget data reveal the im- 
portance of the California food exemp- 
tion in overthrowing the traditional 
concept of regressivity in sales taxation. 
They also indicate that the sales tax 
may be drafted in such a way as to 
eliminate much of its regressivity. 


22U. §. Department of Commerce, Current 
Population Reports, “Income of Families and Per- 
sons in the United States: 1948,” Series P. 60, No. 
6, Table 3, p. 17. 








A PROGRESSIVE CONSUMPTION TAX 


WALTER A. MORTON * 


WAR ECONOMY calls for extra- 

ordinary tax measures many of 
which would be inappropriate, unde- 
sirable, and even intolerable during 
peace. Although this is generally rec- 
ognized, one of the obstacles to appro- 
priate wartime tax policy is the belief 
that any departure from traditional 
canons of taxation will find such lodg- 
ment in the tax structure that it cannot 
be pried loose when it is no longer 
necessary. On this ground high cor- 
porate and excess profits taxation, as 
well as high bracket personal income 
taxes, are opposed by those who stress 
industrial efficiency and investment in- 
centives, whereas sales taxes, excises, and 
other forms of consumption levies find 
no favor with those who fear a defi- 
ciency in postwar consumer demand. 
Unfortunately, moreover, some have 
proposed sales taxes as substitutes for 
income taxes, thus creating powerful 
political opposition to this form of taxa- 
tion among the masses of people who 
resent its obvious inequity. 

In spite of this apparently irrecon- 
cilable conflict, it may still be worth 
while to consider whether a tax pro- 
gram cannot be found which will sat- 
isfy both the demands of equity and the 
basic needs of the war economy for in- 
creased production and stable prices. 


* The author is professor of economics at the Uni- 
versity of Wisconsin. 


For, if we must have inflation during 
war because we fear a continuation of 
a tax system which will create deflation 
during peace, hope of preserving the 
value of money in an unstable world 
must be abandoned. We should, there- 
fore, seek a combination of taxes which, 
while achieving war aims, will still re- 
main consonant with elementary con- 
ceptions of justice. As a part of such 
a program, a tax is needed which will 
stimulate production but restrict con- 
sumption. Although a sales tax would 
serve this purpose, it is found objec- 
tionable because of its regressivity. We 
shall, therefore, consider below the 
means by which the sales tax can be 
made progressive to income without al- 
tering its restrictive effects on expendi- 
ture.’ 


1The primary purpose of this article is to show 
how the sales tax can be made progressive, not to 
determine whether such a tax should be adopted at 
this time in lieu of other proposals. Nevertheless, 
as the editor suggests, it is relevant to consider 
whether the modified sales tax is designed for the 
present period of defense expenditures or only for a 
‘hot war,” the main difference being in the size of 
expenditures. Since the chief use of a sales tax is 
to suppress consumption without repressing produc- 
tion, it is applicable whenever these two aims cannot 
be achieved by income taxation. It certainly would 
have been appropriate during World War II. It is 
not, however, so easy to say at just what point in- 
come taxes become repressive enough to warrant this 
measure. The Treasury seems to believe that we have 
already reached a point where regressive taxes must 
be used to make up the deficiency in revenues which 
will arise from a $70 billion budget. The Treasury 


proposals to raise $10 billion additional revenue in- 
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PROGRESSIVE CONSUMPTION TAX 


Characteristics of Satisfactory 
Wartime Taxes 


Wartime taxes should have the fol- 
lowing four characteristics: 

1. They should discourage consump- 
tion and stimulate full use of produc- 
tive factors by providing incentives to 
work, efficiency, saving, and invest- 
ment. 

2. They should be anti-inflationary 
in their immediate and ultimate effects. 
They are anti-inflationary currently if 
they curtail unnecessary expenditure 








clude $3 billion from excises, $4 billion from per- 
sonal income taxes, and $3 billion from corporate 
income taxes. If certain goods are to be notably de- 
ficient in supply, there is no objection to excise taxes 
on them sufficient to bring demand down to the 
level of supply at existing prices, but the Treasury 
proposals also include excise taxes that seem to be 
primarily for the purpose of raising revenue. The 
personal income tax would be raised 4 percentage 
points in each bracket, which means a 20 per cent 
increase at the lowest level but only a 4% per cent 
increase in the highest bracket (only 3% per cent 
on incomes subject to the maximum rate limitation). 
These proposals are defended on the grounds that 
existing rates on higher brackets are already high 
and that about one-half of taxable income is re- 
ceived by persons with less than $5,000 income. If 
the Treasury proposals are adopted, it seems to me 
that we shall be coming close to the point where 
income taxes will become repressive as well as politi- 
cally unfeasible. 

When income taxes reach this point, I believe a 
progressive consumption tax can and should be im- 
posed. It will be seen from examination of this pro- 
posal that by changing the rate of tax and altering 
exemptions it can be made as progressive as desired 
within the lower and middle range of incomes. For 
the higher brackets, there is no substitute for income 
taxes. Mr. Colin Clark has ventured the opinion 
that the taxable limit is 25 per cent of the national 
income. I am not prepared to say where the limit- 
ing point in income taxes is reached, but I am in- 
clined to believe that for lower-income groups it 
may come soon enough to warrant the substitution 
of sales taxes for income taxes after increases on the 
order of those proposed by the Treasury have been 
levied. Should revenue demands become much 
greater, I would favor much .more extensive use of 
the progressive consumption tax than is even here 
Suggested. 
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and, in the long run, if they minimize 
the Federal deficit and with it the quan- 
tity of money and of liquid assets. 

3. They should be productive of 
revenue. This aim is, to some degree, 
in conflict with the anti-inflationary 
objective if taxes are so high as to re- 
strict private expenditure sufficiently to 
create unemployment. Such a result is 
not. intended and is unlikely from a 
reasonable tax. The deflationary effect 
is, however, to be preferred to the reve- 
nue effect within limits of full employ- 
ment and stable prices. 

4. They should be equitable. 

Because of the conceded equity of 
the graduated income tax, this tax 
should be used to the utmost of its pos- 
sibilities. There are, however, two 
limits to this tax, the economic and the 
political. The economic limit is reached 
when the income tax becomes so high as 
to decrease potential production because 
of its adverse effects on incentives. The 
political limit may come either before 
or after the economic limit is reached, 
although it is more likely to come be- 
fore that point. It arises when the 
public resists visible direct taxes, even 
when they are needed to balance the 
budget and retard inflation. If income 
taxes are hiked to these limits and a 
budgetary deficit still remains, the 
choice lies between inflation and some 
other form of taxation. And since fur- 
ther taxation is to be preferred to fur- 
ther inflation, an equitable sales tax is 
a useful weapon in the anti-inflation 
arsenal. 

Income taxation becomes dangerously 
repressive during wartime because a 
progressive tax system producing large 
revenues requires high marginal rates of 
taxation extending down to lower-in- 
come taxpayers. While such rates can 
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be graduated to satisfy the demands of 
equity, it is still doubtful whether they 
can be increased sufficiently to balance 
the budget by levies upon lower income 
groups without impairing incentives to 
work longer hours and for more persons 
to enter the labor force. There is also 
the political objection to direct, visible 
heavy taxes. It is quite likely, there- 
fore, that continued exclusive reliance 
on income taxation will leave a war 
budget unbalanced. 


Limits of Income Taxation 


It is sometimes said that, since all 
taxes are paid out of income, the form 
of levy, though politically significant, 
is economically unimportant. Thus, a 
sales tax is held to have the same effects 
as a regressive income tax. This is not, 
however, without an element of error. 
Looked at ex post, it may be true that 
if a given amount of revenue is to be 
raised from a given group by a regres- 
sive tax, it makes little difference 
whether the funds be raised by income 
or by consumption taxes. But looking 
at the matter prospectively, there is a 
difference; the high marginal income 
tax may discourage effort and thus de- 
crease income and consequently taxes 
collected on income, whereas the sales 
tax may decrease consumption without 
decreasing income, thus enlarging sav- 
ings. 

The income tax is a tax on effort, 
whereas a sales tax is a tax on consump- 
tion, which can be avoided in so far as 
income is saved. The former diminishes 
effort, the latter diminishes consump- 
tion or possibly encourages more effort 
to maintain a given consumption. 
Thus, a family wishing to spend $100 
for consumption, if faced with a sales 
tax of 10 per cent, must save less or 
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earn $10 more, or decrease its consump- 
tion to approximately $90. It may 
choose to earn a little more and con- 
sume a little less. On some items, con- 
sumption may fall and savings increase, 
If these savings go into government 
bonds, they constitute an individual 
claim on future production of the com- 
munity. Bonds, moreover, need not be 
inflationary if future monetary policy 
is aimed at price stability under full- 
employment conditions and does not 
permit bonds to be monetized except 
within the limits created by those ob- 
jectives.” 


2 During the last war the impression existed that 
wartime savings in the form of cash and bonds could 
be spent for consumption after the war at the exist- 
ing price level. This view received credence from 
the widely accepted belief that the postwar period 
would be one of unemployment and stagnation ex- 
cept for this anticipated expenditure. The dishoard- 
ing of idle cash balances and monetization of bonds 
after 1946 in the midst of full employment, how- 
ever, created an inflation which has now led to a 
conclusion which may prove to be equally erroneous: 
namely, that wartime bond issues must necessarily 
create a postwar inflation. We need, therefore, to 
reassert a few elemental truths. 

The first of these is that the deferred consumption 
of wartime is gone forever and can never be made 
up. The second is that bonds are a claim on future 
income of the community and so long as they are 
held by someone they alter the distribution of fv 
ture income. 

It may appear that deferred consumption is actu- 
ally being made up in the postwar period if, during 
a period of unemployment, idle cash is spent and 
bonds are monetized. Idle cash or new cash is thus 
spent in place of currently hoarded cash. It is also 
possible for existing holders of bonds to receive pay- 
ment of the principal collected by the government 
from other members of the community in the form 
of taxes, thereby transferring consumption from 
taxpayers to bondholders. The deferred war con- 
sumption can thus be made up for the individual 
bondholder but not for the community as a whole. 
Aside from these two circumstances, war-created 
bonds are not postwar purchasing power and should 
not be converted into purchasing power by banking 
policy except in so far as such conversion is con- 
sistent with full employment at stable prices. Post- 


war inflation due to monetization of bonds (the 
1946-48 inflation was due in large part to dishoard- 
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We conclude then that, aside from 
purely political considerations, the in- 
come tax is subject to an economic limit 
because at some point high marginal tax 
rates cause important disincentives to 
operate. If this is not recognized and 
extremely high rates of taxes are never- 
theless levied, they will tend (patriot- 
ism exerting a moderating influence) to 
diminish production, thus making a 
deficit inevitable because of the result- 
ing lower production, smaller incomes, 
and lower tax revenues. If, on the 
other hand, a sales tax can be enacted 
which will not discourage production 
but will maintain a larger volume of 
voluntary saving, neither the current 
nor the long-run effect need be infla- 
tionary. A Federal sales tax should 
therefore not be conceived as a substi- 
tute for income taxes (levied ideally 
just short of the point where disincen- 
tives begin to operate) but merely as a 
substitute for deficits and_ inflation. 
Such a tax is certainly preferable to in- 
flation, which is self-inflammatory and 
whose incidence is likely to be on the 
helpless. In so far as the sales tax di- 
minishes potential consumption, it in- 
creases saving and stabilizes prices; and, 
in so far as it taxes actual consumption, 
it is a revenue device, the proceeds of 
which go to the government to preserve 
the value of money. Inflation, on the 
other hand, is also a sales tax, the pro- 
ceeds of which go to those who are in 





ing of previously accumulated idle balances) can be 
controlled by banking policy and is not inherent in 
public financing by bond issues. 

It would be folly, however, not to recognize that 
if the public holds large quantities of liquid assets 
enormous pressures are exerted upon the central bank 
to monetize them. It is, therefore, wise to minimize 
the deficit to the extent possible without seriously 
interfering with production, and that is one of the 
reasons for suggesting consumption taxes as a sup- 
plement to the income tax. 
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a strategic position to benefit by the 
destruction of the value of money. If, 
therefore, we can find a sales tax which 
is progressive in relation to income 
rather than regressive, we have removed 
all reasonable objections to it as a war- 
time fiscal device. 


Illustration of a Progressive 
Consumption Tax 


Consumption taxes might take the 
form of sales taxes, general excises, or 
gross income taxes on value added. The 
rate of tax would be dependent upon 
such factors as the deflationary effect 
required and the amount of revenue 
needed; the present discussion deals only 
with the principle involved in progres- 
sive consumption taxation. For illus- 
trative purpose let us assume that con- 
sumption taxes of 10 per cent are levied 
on all commodities sold at retail, includ- 
ing food but exempting rent and medi- 
cal and dental expenses. A 10 per cent 
sales tax would thus be collected upon 
all expenditure by the retailer and the 
proceeds paid to the Federal Govern- 
ment. If the tax exempted food, it 
would tend to be proportional to in- 
come rather than regressive. It is, how- 
ever, desirable to include food among 
the taxed items because the exemption 
of food would tend to throw an unduly 
large proportion of expenditures toward 
this item and thus distort the distribu- 
tion of consumer expenditures. A food 
exemption, moreover, as we shall see, is 
not the best way to remove regressivity, 
and the exemption would greatly di- 
minish revenues from sales taxes paid 
by those fully able to do so. 

The regressivity of the sales tax can 
be removed by provisions to refund 
part of the tax paid according to (1) 
the size of family and (2) the size of 
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income. The size of the family will be 
measured by the number of exemptions 
for dependents as at present provided in 
the Federal income tax laws, and the 
size of income will be measured by ad- 
justed gross income (line 4 of U. S. Tax 
Return, form 1040, 1950). 

The progressive sales tax might then 
consist of the following: 


1. A tax of 10 per cent on all commodities 
sold at retail; 

2. A standard sales tax credit of say $40 
per person; 

3. A percentage refund of (2) varying in- 
versely with the size of income, or 

4. A refund equal to the amount computed 
under (2) and (3) or say 8 per cent of 
gross income, whichever is smaller, with 
exceptions for persons living from re- 
lief, gifts, or their own capital. 


1. The sales tax will be levied in the 
usual manner and paid by the con- 
sumer throughout the year.* Thus far 
the tax is proportional to expenditure 
and regressive to income. 

2. At the time income tax returns are 
filed, each taxpayer could claim stand- 
ard sales tax credit of an amount pre- 
scribed in the law. For present pur- 
poses let us assume necessary taxable ex- 
penditure to be $400 per year, taxed at 
10 per cent, making a standard credit 
of $40 per person. Thus, a family of 
two would have a standard sales tax 
credit of $80, a family of three $120, 
and so on. 

3. In order that the full standard 
credit would be given to only the low- 
income groups and no credit to the 


3 Administrative methods of collection need not 
be discussed here though it might be suggested that 
the retailer purchase Federal stamps which he must 
give to the purchaser as he collects the tax. These 
stamps would then be made redeemable by the post- 
office at 10 per cent of their face amount as an en- 
forcement measure. 
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highest-income groups, the percentage 
of standard credit refunded to each tax- 
payer would vary with the size of his 
gross income. An illustrative schedule 
follows: 


Allowable Refund 


as Percer 2 
Gross Income Percentage of 


Standard Sales 
Taz Credit 
$2,000 or less ............. 100% 
2,001-$2,050 ............. 99 
2061— 2,100 .......cccece 98 
Z,101— BARD 2... cccccces 97 
Dae Me. a ceccckcue 96 
3,000—- 3,050 ............. 80 
4,000—- 4,050 ............. 60 
5,000- 5,050 ............. 40 
6,000-— 6,050 ............. 20 
7,000 and over .......... 0 


The operation of the system is illus- 
trated in the accompanying table, which 
shows the foregoing refund schedule 
(I) and a more liberal schedule (II). 


Sales Tax Credit per 


Gross Income Exemption 

I II 

DD phdsasdacea ve $40 $40 
a Ee 32 36 
ces de RO EE TORE 24 32 
err ee 16 26 
Lo EO ee 8 24 
Pe ceive suave 0 12 
8,000 and over .... 0 0 


4. In some areas of the country 
where families are large and income is 
small, the size of the sales tax credit 
would be greater than the amount ac- 
tually paid in sales taxes. We therefore 
limit the refund to 8 per cent of gross 
income in order that, in this period of 
emergency, the low-income big family 
will not be receiving a direct contribu- 
tion from the Treasury of the United 
States which would be contributing to, 
rather than impeding, inflation. 

If the progression seems too steep of 
the sales tax credit too small, these can 
be altered when the statistical computa- 
tions are available showing the amount 
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in each expenditure bracket subject to 
taxes and the resulting tax as a per- 
centage of income. The purpose at this 
point is not to suggest the actual size 
of the tax but merely the principle to 
be used in making consumption taxes 
progressive, which turns out to be no 
different from that now used in con- 
nection with the income tax. 

This combination of sales taxes with 
refunds furnishes an effective instru- 
ment for inflation control because the 
tax can be raised to whatever degree is 
necessary to combat inflation without 
destroying income incentives. More- 
over, there is an incentive to avoid the 
tax by reducing personal consumption, 
and this incentive can be increased 
greatly, if necessary, by raising the tax 
to a high level and raising the credits 
correspondingly. Hence, the incentive 
will be great to escape the tax by reduc- 
ing expenditure. The effect of this tax 
and credit is quite similar to the spend- 
ings tax proposed during World War 
II by the Treasury. 


Operation of the Tax 


We may illustrate the working of this 
tax by a few examples: 

1. A family of four with an income 
of $2,000 per year now pays no Federal 
income tax. If they spent say $1,600 
on articles subject to the sales tax, they 
would pay a tax of $160 which, via the 
retailer, comes into the Treasury. On 
March 15, they would file a claim of 
four standard sales tax credits amount- 
ing to $160 on which they were al- 
lowed a refund of 100 per cent or $160 
and would receive a check from the 
Treasury for this amount. The net 
result would be temporary forced sav- 
ing of $160 for the year, but no tax 
burden whatsoever. If the family con- 
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sisted of say six persons living on a sub- 
sistence farm with an income of only 
$2,000, their sales tax credit would be 
$240, but their actual refund (under 
provision 4) would be $160 since it is 
assumed that they did not spend more 
than 8 per cent of their gross income 
on items subject to the tax. 

2. A family of eight with income of 
$3,000 would have a sales tax credit of 
$320 with refund of 80 per cent of this 
amount or of $256 and a net tax of $64. 

3. A family of eight with income of 
$8,000 or over would have a sales tax 
credit of $320 but would receive no re- 
fund. 

The amounts used here are for il- 
lustrative purposes and the size of the 
tax, the standard sales tax credit, and 
the percentage refund can all be varied 
without affecting the principle in- 
volved: namely, the establishment of a 
progressive sales tax, restrictive to con- 
sumption but not to income, and there- 
fore anti-inflationary. Where income 
taxes are payable, the sales tax credit 
will constitute a deduction from this 
item, and if the sales tax refund is larger 
than the income taxes due, the differ- 
ence will be refunded by the Treasury. 


Ad ministration 


No record need be kept of actual ex- 
penditure of individuals as it may be 
assumed that, with few exceptions, the 
expenditure subject to sales taxes will 
generally be equivalent to at least $400 
per person. This will be true except 
where families are large and income is 
low, in which case the alternative pro- 
vision limiting refund to 8 per cent of 
gross income will be applicable. Some 
exceptions may be necessary for persons 
living off gifts, relief, social security, 
pensions, or their own capital. These 
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might be permitted the full personal 
exemption of $40 regardless of their 
gross income. 

Administratively the sales tax itself 
presents a big problem, but the refund 
provisions are simple and can readily be 
carried out by amending the present in- 
come tax blanks. The same principle 
would be applicable if, instead of sales 
taxes, a general excise of 10 per cent 


were levied at the source on all con- 
sumer goods. If, however, excises were 
substituted for sales taxes, an agreement 
would be necessary providing that 
wages would not be raised under ¢- 
calator clauses to cover the increased 
price of commodities, thus partly nulli- 
fying the effect of the tax for one ele- 
ment of the population but not for 
others. 
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THE ECONOMICS OF SOCIAL SECURITY AND THE 
THEORY OF GOVERNMENT FINANCE 


W. GLENN CAMPBELL * 


RESENT-DAY DISCUSSIONS of 

the theory of government finance 
have been dominated in the area of tax- 
ation by the ability-to-pay theory and 
in the area of expenditure by the com- 
parative-social-benefit or maximum- 
social-advantage theory. The benefic 
doctrine, once widely discussed and ac- 
cepted, is accorded only a relatively 
minor role. Discussions favorable to its 
application are usually brief and limited 
to fees, license fees, special assessments, 
the financing of highway expenditures, 
and to a limited extent social security 
taxes (to be more accurate, the payroll 
tax imposed on employees). Many 
writers, however, would eliminate vir- 
tually any semblance of benefit taxation 
in the financing of social security and 
would have social security benefits paid 
out of general tax revenues. 

Any widespread use of the benefit 
theory has usually been rejected for two 
reasons. First, it is impossible to make 
individual imputation of the benefits 
from a large number of government 
expenditures, such as outlays for na- 
tional defense and general governmental 
services. Second, a quid pro quo doc- 
trine of the distribution of the tax bur- 
den is said to be an unacceptable ethical 
ideal in the modern state. 


*The author is instructor in economics at Har- 
vard University. 


The validity of the first point cannot 
be denied. But in the modern state, es- 
pecially in the so-called welfare state, 
there are a number of areas where the 
benefit doctrine could be or is applied. 
Outstanding examples are expenditures 
on road building, old-age and survivors 
insurance, and health insurance. To the 
extent that the argument against the 
benefit doctrine has universal validity 
the case must be based on the second 
objection. It is, however, the conten- 
tion of this article that, in the modern 
state, the benefit doctrine should be ap- 
plied in every case where its application 
is technically possible. Irrespective of 
the validity of the case for or against 
the ability-to-pay doctrine on the 
grounds of its supposed scientific su- 
periority or its acceptability as an ethi- 
cal ideal, expenditures by modern states 
have reached such proportions that it is 
impossible to finance all of them by 
what can realistically be called ability- 
to-pay taxes. The discussion in this ar- 
ticle will be devoted solely to the sub- 
ject of social security expenditures. But 
similar arguments could be made for 
other government expenditures where 
the benefit doctrine is applicable. 


INADEQUACY OF ABILITY-TO-PAY TAXES 


In the first half of 1950 cash pay- 
ments to the public by all levels of gov- 
ernment in the United States were run- 
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ning at an annual rate of $63.0 billion.’ 
This was for a period before the emer- 
gency increase in expenditures necessi- 
tated by the outbreak of the Korean 
War and the general worsening of the 
international situation. For the same 
period cash receipts of all levels of gov- 
ernment were running at an annual rate 
of $58.8 billion.* Unfortunately no 
breakdown of this receipts figure into 
specific tax sources is available. How- 
ever, a breakdown of combined Ameri- 
can tax collections for an earlier year 
(1948) in which total tax receipts were 
almost identical in amount with those 
of the first half of 1950 is available.* 

In 1948, revenue for all levels of gov- 
ernment from personal income taxes 
and death and gift taxes, the only 
two taxes which can unquestionably 
be described as ability-to-pay taxes,* 
amounted respectively to $21,550 mil- 
lion and $1,090 million or a total of 
$22,640 million. For the fiscal year 
1950, the Federal Government alone 
spent on four functions—national de- 
fense, veterans’ services and benefits, 
international affairs and finance, and in- 
terest on the public debt—a total of 
slightly over $30 billion—an amount 
$7.5 billion greater than the yield from 
personal income taxes and death and 
gift taxes combined at all levels of gov- 
ernment. If we stretch the definition 
of ability-to-pay taxation and include 
the yield from corporation income and 
other business taxation, a procedure 
which in view of the uncertain inci- 


1 The Economic Report of the President, January, 
1951, p. 238. 


2 Ibid., p. 238. 


3W. J. Shultz and C. L. Harriss, American Public 
Finance (New York, 1949), p. 306. 


4Cf. W. Vickrey, Agenda for Progressive Taxa- 
tion (New York, 1947), chap. 1. 
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dence and arbitrary distribution of the 
burden of the corporation income tax 
is Open to question, additional revenues 
of $11.7 billion become available, 
After paying for the above four ex. 
penditure functions this leaves approxi- 
mately $4.2 billion for all the other 
general functions of government. 

Another way of stating the problem 
is that in the first half of 1950 total 
cash payments to the public by all levels 
of government were running at an 
annual rate of $63.0 billion but that the 
total revenues from personal income 
taxes, death and gift taxes, and corpora- 
tion income and other business taxes 
(ability-to-pay taxes) amounted to 
only $34.3 billion for a comparable 
year. The almost $30 billion of needed 
additional revenues was obtained from 
other revenue sources and borrowing. 
In 1948 customs, general sales, liquor, 
tobacco, and other excise taxes yielded 
$10.4 billion; gasoline and auto license 
taxes yielded approximately $2.5 bil- 
lion; property taxes° yielded approxi- 
mately $5.8 billion; and payroll taxes 
yielded approximately $3.4 _ billion. 
Thus substantial revenues were derived 
from what must be described as other 
than ability-to-pay sources. 

An objection might be made to the 
above analysis on the grounds that 
ability-to-pay taxes currently fail to 
meet total expenditure requirements be- 
cause they are not sufficiently inten- 
sively utilized. With a national income 
of $220 billion or more it would seem 
easy to collect $60 billion by using 
ability-to-pay taxation. But taxes are 
not paid by the national income, they 
are paid by individuals. Therefore, in 


51 am assuming here that everyone is agreed that 
property taxes cannot any longer be designated # 
ability-to-pay taxes. 
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order to find out how much a particu- 
lar schedule of income tax rates will 
yield, deductions and other exclusions 
from taxation and exemption must first 
be subtracted, and then the resultant 
taxable income must be distributed by 
taxable income size brackets. 

The Committee for Economic De- 
velopment ° has estimated the size dis- 
tribution of taxable personal income 
with a national income of $220 billion, 
which closely approximates the annual 
rate of the national income in the first 
half of 1950. The committee found 
that deductions and other exclusions 
and used exemptions (assuming per- 
sonal exemptions of $500 per person) 
would exclude $119.7 billion from tax- 
able income, leaving $100.3 billion 
subject to taxation. The size distribu- 
tion of the amount subject to taxation 
is shown in Table 1. 


TABLE 1 
DistRIsuTION OF TAXABLE INCOME BY BRACKETS 


(Assumptions: national income, $220 
billion; personal exemptions, 
$500 per capita) 





Taxable Income Bracket Taxable Income 





in Bracket 

(Thousands) (Billions) 
0-$ Baek van eeean es $ 45.4 
$F a rt 24.1 
2- ee er ee 15.3 
ME cs. cnt ewwey des 89 
MIEN, so sev kceeeocecn 3.5 
MDS cs. chins «Wate able 23 
Ss . .. onedcacene AZ 
MIE, do oa ce cacbecud's AS 
1000 and over ............. 17 
Total taxable income .. $100.3 








Source: Committee for Economic Develop- 
ment, Taxes and the Budget (Novem- 
ber, 1947), p. 70. 


If a tax system which confiscated all 
of an individual’s taxable income above 


®Texes and the Budget (November, 1947), p. 70. 
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$50,000 were imposed, it would yield 
only $3.12 billion; if the taxable income 
above $20,000 of all individuals were 
confiscated, total revenues would be 
$6.62 billion. Revenue-wise $6.62 bil- 
lion is not a very large percentage of 
total revenue needs of $63 billion. 
Even though using a confiscatory per- 
sonal tax system, it is not until the pub- 
lic fisc starts confiscating from the 
so-called middle-income groups that 
revenue yields reach substantial pro- 
portions. If the taxable income above 
$6,000 of all individuals were confis- 
cated, total revenue would be $15.52 
billion but revenues would still fall 
short of the 1948 personal income tax 
yield of $21,550 by approximately $6 
billion. If the taxable income above 
$2,000 of all individuals were con- 


‘fiscated, total revenues would amount 


to $30.82 billion. In this case they 
would be greater than 1948 personal in- 
come tax revenues by somewhat more 
than $9 billion. 

But most Americans would not con- 
sider a man with $2,000 of taxable in- 
come very rich. With exemptions of 
$500 per capita, as assumed in Table 1, 
this would correspond to a single man 
with income after deductions of $2,500, 
a married man with no dependents with 
income after deductions of $3,000, and 
a married man with two dependents 
with income after deductions of $4,000. 
This is not the size of income that most 
people have in mind when in discussing 
the financing of government expendi- 
tures they say use ability-to-pay taxa- 
tion or soak the rich. Certainly the 
politically vocal and powerful middle 
classes in the United States do not 
regard themselves as “ rich ” and, there- 
fore, fair game for confiscatory taxa- 
tion. But personal incomes of indi- 











viduals would have to be confiscated to 
the low level of $1,000 of taxable in- 
come before receipts would even ap- 
proach the given revenue requirements 
of $63 billion, and then they would 
still be short by $8 billion. 

An alternative comparison gives sig- 
nificant and perhaps more interesting 
results. Assuming an aggregate per- 
sonal income of $208 billion,’ if taxable 
income above $25,000, after deductions 
but before exemptions, were all con- 
fiscated, tax revenues would amount to 
$5.12 billion and with confiscation 
above the $5,000 level revenues would 
amount to $16.61 billion. 

The inescapable conclusion from the 
above calculations is that the expendi- 
tures of modern states are now so large 
that fairly heavy taxation of the mid- 
dle- and low-income groups is a neces- 
sity. It must not be forgotten that the 
above calculations were made on the 
basis of the pre-Korea level of expendi- 
tures. Inclusion of the sizable increase 
in expenditure requirements necessi- 
tated by recent defense requirements 
would require even heavier taxation of 
the middle- and low-income groups. 
But the heavier recent expenditure re- 
quirements were not included in the 
calculations because the purpose of this 
article is to establish the fact that, even 
for the more “normal” expenditure 
requirements of modern states, substan- 
tial taxation of the middle- and low- 
income groups is required. The only 
real alternative to taxation of the mid- 
die- and low-income groups is a de- 
crease in public expenditures. 

The above calculations have been 
made on the questionable assumption 


7 Computed from Report of the Committee on 
Finance on the Revenue Act of 1948 (80th Cong., 
2nd sess., Senate Report 1013), pp. 30-31. 
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that confiscation of incomes would not 
change the size of taxable incomes, 
Undoubtedly  confiscatory taxation 
would lead, at least over the long run, 
to a sharp decrease in the amount of 
taxable income in the brackets subject 
to confiscation. But the aim of the pre. 
ceding analysis has not been to discus 
the economic effects of progressive (in 
this case confiscatory) taxation or t 
establish the “scientific” validity of 
ability-to-pay taxation but merely to 
establish the proposition that ability-to. 
pay taxation as commonly understood 
falls far short of meeting the revenue 
requirements of modern states. The 
two other ability-to-pay taxes, death 
and gift taxes and corporation income 
and other business taxes, have been 
ignored in the calculations of maximum 
revenue potentialities from ability-to- 
pay taxation. Death and gift taxes 
were ignored because, even with exceed- 
ingly heavy rates they will never be 
substantial (in relation to present reve- 
nue needs) revenue yielders. Corpora 
tion income and other business taxes 
were ignored because of the doubtful 
status of their classification as ability- 
to-pay taxes and because rates are al 
ready quite substantial. Furthermore, 
corporate dividends have already been 
included in the figure for taxable per- 
sonal income; thus only undistributed 
corporate profits are still available for 
taxation. In 1949, undistributed cor 
porate profits amounted to $9.2 billion’ 
This money was used for investment 
purposes. Therefore, if it were com 
fiscated by taxation, corporations would 
have to seek (undoubtedly without suc 
cess) the same amount of money els 
where. The effects on risk-taking and 


8 Survey of Current Business, July, 1950, p. » 
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the incentive to invest would be cata- 
strophic. 


SOCIAL SECURITY EXPENDITURES 


Let us now turn to the subject of 
social security expenditures. What is 
social security? Probably the most 
famous definition of social security is 
Lord Beveridge’s: 


The term “social security ” is used here 
to denote the securing of an income to take 
the place of earnings when they are inter- 
rupted by unemployment, sickness or acci- 
dent, to provide for retirement through age, 
to provide against loss of support by the 
death of another person and to meet excep- 
tional expenditures, such as those connected 
with birth, death and marriage. Primarily 
social security means security of income up 
to a minimum, but the provision of an in- 
come should be associated with treatment 
designed to bring the interruption of earn- 
ings to an end as soon as possible.® 


Thus social security refers to the 
measures that are being adopted to as- 
sure everyone a minimum of income. 
If this is the purpose of social security, 
is the aim of social security contra- 
vened when, as this article proposes, 
benefit financing is recommended? The 
answer to this question lies in the fact 
that, in the United States except when 
they find themselves in the contin- 
gencies mentioned by Lord Beveridge in 
his definition of social security, almost 
one hundred per cent of the population 
is above the social minimum. For ex- 
ample, the argument for compulsory 
health insurance cannot be stated, as it 
often is, in the following terms: that 
the majority of the population cannot 
afford to pay for adequate medical 
care."° Certainly the vast majority of 


*Social Insurance and Allied Services (New York, 
1942), p. 120. 
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the American people can afford to pay 
for the regularly recurring medical ex- 
penses such as general practitioner care 
and most types of dental care." It is 
the large nonrecurring medical expenses 
like major surgical treatment and pro- 
longed hospitalization that cannot be 
“ afforded ” by a majority of the popu- 
lation. But one must be careful in 
what sense the term “ afforded ” is un- 
derstood. These expenses cannot be 
“* afforded” because when they occur 
they cannot be paid out of current in- 
come. In fact, in many cases no cur- 
rent income is available. But these ex- 
penses can be “afforded” by a large 
majority of the American people if 
their contingency is planned for in ad- 
vance. This is the essence of the 
argument for some form of prepaid 
health insurance that will be as nearly 
as possible universal in coverage.’* 
People take out fire insurance on their 
house for the very same reason. 
Approximately the same problems are 
encountered in the field of old-age and 
survivors insurance. Most of the popu- 
lation can be divided into two groups. 
There is a comparatively small segment 
of the population which can and will 
save for its old age. But the majority 
-of the population is in the position of 
being able to save for its old age but 
for various reasons does not do so. In 





10 Cf. The Nation’s Health, a Ten Year Program, 
A Report to the President, by Oscar R. Ewing, Fed- 
eral Security Administrator, September, 1948. 


11 This is not the same as saying that the vast 
majority of the American people will choose to do so. 


12 Need it be said that a belief in insurance is a 
conservative and traditional American doctrine? But 
the last statement in the text is not to be interpreted 
as supporting the view that a national health service 
on the British model or the recommendations of the 
Federal Security Agency must be adopted if the 
United States is to solve the problem of adequate 
health care. 
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this fact, assuming that it is socially 
desirable for people to be certain of an 
income to take care of themselves in 
their old age, is to be found the essence 
of the case for compulsory old-age and 
survivors insurance. 

Undoubtedly most of the American 
people could provide their own mini- 
mum income. But even with a near 
perfect system of social insurance there 
would still remain a small minority of 
the population which for various rea- 
sons could not provide its own mini- 
mum income. For this group, public 
assistance paid out of general tax reve- 
nues collected from the more fortunate 
members of society are required. But 
for the social security system under 
discussion here the costs of public as- 
sistance would be very small compared 
to the total costs of social insurance. 
In the main the social security system 
could be based on benefit financing.”* 


Low-Income Groups 


The study entitled Low-Income 
Families and Economic Stability—Ma- 
terials on the Problem of Low-Income 
Families Assembled by the Staff of the 
Subcommittee on Low-Income Families, 
Joint Committee on the Economic Re- 
port ** presents a vast amount of sta- 


13 The Brookings Institution has estimated that, if 
all the social security programs proposed by the Ad- 
ministration were adopted, assistance payments would 
amount to only $.9 billion out of total benefits of 
$16.55 billion (low-cost estimates) and $1.5 billion 
out of total benefits of $30.77 billion (high-cost 
estimates) (Meriam, Schlotterbeck, and Maroney, The 
Cost and Financing of Social Security [Washington, 
D. C., 1950], p. 149). 


14The report (as does the author) recognizes 


that undoubtedly there were some families with in- 
comes above $2,000 in 1948 who should have been 
classified as low-income families, i.e., families with a 
large number of children. 
number was probably relatively small. On the other 
hand, there were undoubtedly some families with in- 


But quantitatively the 
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tistics which support this contention, 
Table 2 shows that in 1948 approxi. 
mately 15.5 million or about one-third 
of all the families and individuals in the 
United States received incomes under 
$2,000. Almost 6 million of the total 
at this income level were individuals 
not in families. But there were 9.6 mil. 
lion family groups with incomes below 
$2,000 whose situation was presumably 
of a more serious nature. 


Of the 9.6 million low-income 
families, almost 3.3 million lived on 
farms. As the report clearly recognizes, 
farm families should not be included 
with nonfarm families in an objective 
analysis because of the difference be- 
tween the two groups with respect to 
the significance of money income. The 
report says: “Obviously, nonmoney 
income is of much greater importance 
to farm families than it is to those who 
live in cities and make their living away 
from home. Average value per farm 
of nonmoney income (value of products 
used in the home and net rental value 
of farm home) has been estimated by 
the Bureau of Agricultural Economics 
at about $604 in 1948 when calculated 
at farm prices. When food is valued 
at retail prices the average value of 
both items of nonmoney income pe 
farm is estimated at about $1,100.” 
In addition, most of the programs 
which are usually recommended for 
improving the income of low-income 
farmers do not fall under the heading 
of social security programs. 

We are, therefore, left with the 63 
million nonfarm low-income families 
Over one-quarter, or 1.7 million, of 








comes below $2,000 who should not have been clas 
fied as low-income families. 


15 Pp. 35, 
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these families were headed by persons 
over sixty-five. One and one-half mil- 
lion of the families were headed by 
women. Thus broken families, those 
headed by women because of widow- 
hood, desertion, or divorce, make up a 
substantial portion of the nonfarm low- 
income families. Another important 
low-income group consists of disabled 
persons. Although the exact size of this 
group is not known, it is stated that 
disabled persons in need of vocational 
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the recipients of social security benefits. 
It is not denied, therefore, that these 
statistics might be used to establish a 
case for a more comprehensive social 
security system in the United States 
with more liberal benefits. But it also 
must be admitted that the benefits re- 
ceived by many of the members of these 
groups could have been financed by 
contributions made during earlier 
periods in their life. The fact that 
there are large numbers of existing or 


TABLE 2 


FAMILIES AND INpIvipUALS BY INcoME LeveL: UNITep States, 1948 
(Numbers in thousands) 


a —E 








Families and 











ee es Individuals Not 
facome Class Individuals Families in Families 
(Thousands) 
Number Percentage Number Percentage Number Percentage 
re 8,110 17 4,020 10 4,090 50 
SS Sr 7,410 16 5,580 15 1,830 23 
ME. dade ces 9,190 20 7,950 20 1,240 15 
8 Serre. 13,780 30 12,970 34 810 10 
Se 7,040 15 6,900 18 140 2 
10 and over ..... 1,140 Jan 1,110 _3 30 ee 
i 46,670 100 38,530 100 8,140 100 





Source: Bureau of the Census, U. 8. Department 
hes and Economic Stability, p. 9. 


rehabilitation number about 1.5 mil- 
lion. Most of them must be in the low- 
income group. It is probably safe to 
conclude, as Professor Slichter has said,'® 
that over two-thirds of the low-income 
nonfarm families fall into the above 
three groups. If unemployment had 
been extensive in 1948 the unemployed 
would have constituted a fourth major 
low-income group. 

Under the comprehensive social se- 
curity programs recommended by wel- 
fare workers these groups would all be 


16“The High Cost of Low Incomes,” New York 


Times Magazine, March $, 1950, p. 10. 


of Commerce. Taken from Low-Income Fami- 


potential social security beneficiaries 
who are in the low-income groups must 
not be confused with the question as to 
whether under a social insurance system 
current beneficiaries could have paid 
for their benefits during an earlier 
period without being forced below the 
minimum income level. 

The fact that over two-thirds of the 
nonfarm low-income group in 1948 
consisted of the above three groups is 
direct evidence of the proposition that 
almost all regularly employed American 
workers belong to families with incomes 
above the minimum. But the question 
might be asked, What about the other 
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one-third of the nonfarm low-income 
group? This is a heterogeneous group. 
There are the so-called marginal 
workers who because of limitations in 
mentality or character (for example, 
alcoholism) are of dubious employment 
value. Many families, either because 
they are just starting out in employ- 
ment or in business for themselves or 
because of business losses, are only tem- 
porarily in the low-income group. Un- 
fortunately the statistics do not shed 
any direct light on the size of this 
group. Common-sense observation 
leads me to believe that the size of this 
group is substantial. There are also 
many families in the low-income group 
because of lack of educational oppor- 
tunity and because of discrimination in 
employment. Obviously there are a 


number of programs which would aid 
these groups; but, irrespective of the 
merits of these programs, most of them 
do not fall under the heading of social 


security and to the extent that they do 
they would be quite limited in size. 
Under a comprehensive social secu- 
rity system the 1.7 million low-income 
families headed by persons over sixty- 
five would be receiving old-age insur- 
ance benefits of an amount at least 
equal to the minimum income level. 
Many of the low-income permanently 
disabled persons could be similarly 
covered by broadening the old-age and 
survivors insurance system to cover in- 
surance against disability. Many in- 
surance experts do not feel, however, 
that total and permanent disability in- 
surance is a practical type of insurance. 
If this contention is correct, total and 
permanent disability could be covered 
by a public assistance program. Tem- 
porary disability could also be covered 
by public assistance programs. This 
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should include rehabilitation programs 
for the disabled, both temporary and 
permanent, wherever possible. The 
low-income families headed by women 
because of widowhood could also fy 
covered under a comprehensive old-ag 
and survivors insurance system. But, 
if minimum income is to be guaranteed, 
public assistance payments would alg 
be required for many low-income 
families headed by women. At present 
the Federal Government does make 
grants-in-aid for dependent children, 
If the present amounts are insufficient 
to provide a minimum income they 
should be increased. 


Benefit Financing 


Let me summarize the contents of 
this article thus far. First, it was e& 
tablished that the expenditures of mod- 
ern states are so large that it is impos 
sible to finance them by means of what 
is usually understood as ability-to-pay 
taxation. Second, it has been found 
that it is possible to finance social secu- 


rity by taxes on the potential benefic- J 


aries (benefit financing). It might be 
objected that proof of the first proposi- 
tion makes proof of the second propoti- 
tion unnecessary or at least of limited 
importance. For the United States, this 
objection has considerable validity. Cer- 
tainly, if social security cannot bh 
financed by “ redistribution of income” 
techniques it follows that it must k 
paid for in some form or other by th 
beneficiaries. But there are countrits 
of the world where the average level of 
production is so low that the establish 
ment of a minimum income, or at least 
a minimum above the barest subsist 
ence level, is impossible. Even for the 
United States, it is necessary to study the 
composition of the low-income group il 
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detail in order to determine what social 
security programs are necessary if noth- 


ing else. 

Although it is impossible to finance 
social security by what is commonly 
called redistribution of income finance 
(ability-to-pay taxation), this fact 
should not be interpreted as meaning 
that there is no redistribution of income 
through public finance in the modern 
state. Obviously there is. Although 
in Great Britain, the country with the 
most comprehensive system of social 
security in the world, the beneficiaries 
of social security pay on the average 
more in taxes than they receive in bene- 
fits,? redistribution of income is closer 
to the theoretically possible maximum 
in Great Britain than in almost any 
other country of the world. The revo- 
lution in the public finances of Great 
Britain is the paying of the general ex- 
penditures of government like national 
defense, debt interest, etc. largely out 
of taxes collected from the wealthier 
members of the community rather than, 
as was the case in the nineteenth cen- 
tury, from excise taxes which fall with 
especial weight on the low-income 
groups. Unfortunately this fact is still 
not widely recognized.'* 

Although the fact that a comprehen- 
sive social security program must be 
financed by taxes on the beneficiaries 
has been established, the question as to 
what particular taxes should be imposed 
has not been discussed in detail. Any 
one or a combination of three different 


17Cf. Findley Weaver, “ Taxation and Redistri- 
bution in the United Kingdom,” The Review of Eco- 
nomics and Statistics, August, 1950. 


18 Even Professor J. E. Meade discusses the case for 
welfare expenditures in Great Britain (social security) 
almost solely in the context of redistribution of in- 
come and property. Cf. Planning and the Price 
Mechanism (New York, 1949), chap. 3. 
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types of taxes could be used. The three 
taxes are personal income taxes on small 
incomes, excise and sales taxes, and 
benefit taxes or what is commonly called 
insurance financing. It is to the last- 
named method of finance that the cur- 
rent social security system in the United 
States is supposed to be tied. 


Benefit financing is strongly urged 
for the following reasons. First and 
foremost, the preceding analysis has 
found that social security cannot be 
financed by “ ability-to-pay ” taxation 
but rather must be paid for by taxes 
which fall in the main on the bene- 
ficiaries. This disposes of the major 
argument that is usually made for 
financing social security from general 
revenue funds—viz., the redistribution 
of income argument. Also it considera- 
bly weakens the argument that social 
security is a good method of increasing 
the level of consumption.’® 


Second, the use of insurance financ- 
ing facilitates the making of choices by 
the electorate on the subject of social 
security, a desirable aim in the demo- 
cratic state.” The individual knows 
what the benefits to him of the various 
social security programs are and with 
insurance financing he also knows di- 
rectly what the costs to him of the vari- 
ous programs are. On the basis of this 
complete set of information he is then 
able to make his choice and vote ac- 
cordingly. He is, therefore, able to 
make his choice in the same way as the 
individual or the family does in the 
theory of the household for private ex- 


19 Whether in the first place this is a pro or con 
argument for social security depends on whether it 
is considered desirable public policy to increase the 
level of consumption. 


20 Cf. P. Herring, The Politics of Democracy 
(New York, 1940), chap. 29. 
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penditures—a procedure recommended 
by economic theory but which for ob- 
vious reasons can seldom be approxi- 
mated in government finance. But, 
after everyone has registered his choice, 
the analogy with the private household 
becomes less exact. In a democracy de- 
cisions are customarily made on the 
basis of majority vote. Thus large 
groups are compelled to participate in 
social security who voted against it or 
who, if given a wider range of choice, 
would have preferred different types or 
amounts of social security benefits.” 
But even here the deviation from the 
private choice situation is not so great. 
Most people probably desire some form 
of social security. The main difference 
between the compulsory programs and 
what they would have individually 
chosen is in the range and amounts of 
the benefits. Even in the private 
market, however, the individual is often 
not able to purchase the good which 
meets his specifications exactly. And it 
must not be forgotten that, in a bona 
fide social insurance system, the bene- 
fits of the individual would be on a 
quid pro quo basis. 

A third important reason for favor- 
ing insurance financing for social secu- 
rity is that it puts an end to the politi- 
cally demoralizing influence of a system 
of benefits without any observable quid 
pro quo costs to the individual bene- 
ficiaries.*” In other words, it puts an 


21 Compulsion is, of course, a characteristic of all 
governmental levies which may be characterized by 
ee ” 


the term “ tax 


22 There are many respects in which we can pro- 


mote efforts in behalf of the whole population, but 
our efforts should not include direct or indirect sub- 
sidy to the bulk of the people or give men something 
for nothing, except where we do face problems of 
extreme hardship and poverty. Nothing can so 
quickly kill the incentive and the production of the 
people as to encourage them to look to Government 


end to the false feeling of getting some. 
thing for nothing. A number of g. 
rious consequences can result from , 
situation like this. Because of a cop. 
sequential over-expansion of social secy. 
rity expenditures, other public expendi. 
tures which have higher social priority 
may have to be damagingly curtailed or 
at least not expanded as much as would 
be desirable. This is especially impor. 
tant at the present time because, accord. 
ing to an estimate by the Brooking 
Institution,"* aggregate cost at 1949 
price levels of the major social security 
programs recommended by the Ad 
ministration would range in 1960 from 
a minimum of $16.55 billion to a maxi- 
mum of $30.77 billion. For 1980 th 
corresponding figures would be $22.9 
and $40.12 billion and for the year 
2000, $26.75 and $46.95 billion. Many 
individuals who are not in need may bk 
receiving benefits which are paid for by 
taxes (for example, excise taxes and 
property taxes) on individuals who are 
either below or at the social minimum 
Or the attempt to finance all expendi- 
tures from general revenues may neces 
sitate increases in taxes which will result 
in damage to the operating efficiency of 
the economy outweighing the benefits 
from the increased expenditures. 


Insurance Principle 


The term “ bona fide social insurant 
system” was used above. Since th 
American system of social security 5 § 
usually called an insurance system, it 
is important before concluding this at 





as their benefactor and supporter” (from an addres 
by Senator R. Taft, taken from A. Achinstein, Tht 
Welfare State [Public Affairs Bulletin No. 83, Wast- 
ington, D. C., 1950], p. 10). 


23 Meriam, Schlotterbeck, and Maroney, The Cat 
and Financing of Social Security, p. 149. 
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ticle to analyze what the term insurance 
means. According to one authority: 


The distinctive feature of insurance of 
any category is its assumption that certain 
contingencies are reasonably predictable as 
to occurrence and extent; that, therefore, 
they can be submitted to actuarial assess- 
ment and their costs be calculated and pro- 
vided within stipulated conditions. When 
the “ protected” exigencies arise, benefits 
become available but within the terms of 
contract; in the amounts and for the periods 
contemplated thereby. When the State par- 
ticipates in any scheme insuring against 
those contingencies in life, deemed actuari- 
ally assessable, we have Social Insurance. 
Obviously, all the realm of contingencies, 
not predictable nor insurable in nature or 
extent, lies outside social insurance.** 


The term insurance has, therefore, a 
very definite meaning. The social in- 
surance program of the United States 
deviates from the insurance principle in 
a number of significant ways.”° First, 
coverage and premiums are compulsory. 
Second, benefits are only loosely related 
to the premiums paid. Under the pres- 
ent old-age and survivors insurance pro- 
gram benefits favor lower-income in- 
dividuals and individuals who have been 
covered for only a short period of time. 
Third, premiums are paid by other than 
the insured; employers make contribu- 
tions. Fourth, the principle of ultimate 
government contributions was recog- 
nized in the 1939 amendment to the 
old-age and survivors insurance system 
and government contributions from its 
inception are recommended in the Ad- 
Ministration’s proposed system of com- 
pulsory health insurance. 

In view of all these deviations from 

24C. Whitton, The Dawn of Ambler Life (To- 
ronto, 1943), p. 296. 


Cf. D. Gagliardo, American Social Insurance 
(New York, 1949), pp. 11-21. 
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the insurance principle it is extremely 
doubtful whether the term insurance 
should be applied to the present Ameri- 
can social security system. The discus- 
sion of the present program should not 
be obfuscated by applying the term in- 
surance to it because of a desire to gain 
in its support the pleasant connotations 
that are associated with that term. The 
only necessary deviation of social insur- 
ance from private insurance (the sphere 
in which the theory and practice of in- 
surance developed) lies in the compul- 
sory aspect of social insurance. 

It is the contention of this article 
that the ideal system of social security 
would be one in which for old-age and 
survivors insurance and compulsory 
health insurance the only deviation 
from the principles of private insurance 
would be the necessary element of com- 
pulsion. But the other deviations are 
already a part of the existing American 
social security system. Therefore, the 
practical question is whether it is possi- 
ble to eliminate them. The principle of 
government contributions, which in 
view of the findings of this article is the 
deviation that it is the most important 
to eliminate, could easily be eliminated. 
No government contributions have yet 
been made. In fact, the principle of 
ultimate government contributions 
which was recognized in the 1939 
amendments to the Old-Age and Sur- 
vivors Insurance Act was eliminated in 
the 1950 amendments.*®* Unfortu- 
nately this is no guarantee that the 
Congress will not change its mind again. 
However, it cannot be denied that an 
increase in premium rates would elimi- 
nate the necessity for government con- 


26 Cohen and Myers, “ Social Security Act Amend- 


ments of 1950: A Summary and Legislative History,” 


Social Security Bulletin, October, 1950, p. 12. 
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tributions at any time. The govern- 
ment contributions recommended in 
the Administration’s proposed system of 
compulsory health insurance could also 
be eliminated by an increase in pre- 
mium rates. 

The fact that benefits are only loosely 
related to premiums paid is, assuming 
a continuation of the present old-age 
and survivors program, likely to be 
mainly a short-run phenomenon. Over 
the years as the period of coverage and 
the wages of beneficiaries increase the 
divergence between benefits and pre- 
miums paid will continuously lessen. 
The important issue here concerns the 
question as to whether, in the short run, 
low-paid individuals and individuals 
who have been covered for only short 
periods of time should be subsidized. 
The author would prefer a system with 
a stricter actuarial base, and, to the ex- 
tent that in the short-run insurance 
benefits are inadequate to provide a 
minimum income, public assistance pay- 
ments could be used, as they are at pres- 
ent, to supplement them. But if, as the 
present act would indicate, a majority 
favors the present subsidization pro- 
gram, it is felt that this deviation from 
the insurance principle is, in view of its 
short-run significance, an acceptable 
one. However, the duration of the 
present subsidization program could be 
considerably shortened if level-premium 
financing instead of the present gradu- 
ally increasing rates were adopted.” 

27 Under the Social Security Act amendments of 
1950 the contribution rate on employer and em- 
ployee is 11% per cent each in 1950-53, 2 per cent 
in 1954-59, 2%4 per cent in 1960-64, 3 per cent in 
1965-69, and 314 per cent thereafter. Contribution 
rate for self-employed is 11% times the employee rate. 
If a higher rate is ever required the government 
would have to legislate increased rates. Mr. R. J. 
Myers, actuary to the Committee on Ways and 


Means, has estimated, on the basis of intermediate cost 
estimates, that the level-premium cost of the 1950 


The author would strongly favor this 
change. Whatever merits the ar 
ment that the accumulation of a | 
reserve fund would be deflationary and, 
therefore, economically undesirable 
have once had, it has very little validity 
now. In view of the demands of the 
present tense international situation, in- 
flationary pressures are likely to be g. 
rious for some time to come. Under 
these conditions the accumulation of q 
large old-age and survivors insurance 
reserve fund would be excellent fiscal 
policy. 

The question of premiums being paid 
by other than the insured is a more dif- 
ficult one. This principle has been em. 
bedded in the social security system 
since its inception. Unemployment in- 
surance is financed almost exclusively 
by a tax on employers and merit or ex- 
perience rating systems are used by all 
the states. In a system using experience 
rating there are two important reasons 
why unemployment insurance should be 
paid for by the employer. First, it 
gives the employer an incentive to try 
to keep unemployment at a minimum, 
Second, it leads to a better allocation of 
social cost. Industries (i.e., the con- 
sumers of the products of these indus- 
tries) in which unemployment rates 
are high should pay higher premium 
rates than industries in which unem- 
ployment rates are lower. If the prin 
ciple of flat-rate premiums is accepted, 
the case for employer financing is, # 
the very least, weakened. Here, it be 
comes a question whether one wishes 
the potential beneficiary to pay for his 
benefits directly in the form of em- 





act would be 6.05 per cent. See Actuarial Cost B 
timates for the Old-Age and Survivors Insurance 
System as Modified by the Social Security Ad 
Amendments of 1950 (July 27, 1950), p. 14. 
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ployee premiums or indirectly and ca- 
priciously in the form of wage decreases 
or consumer price increases (depending 
on which assumption as to the incidence 
of a payroll tax on employers is made). 
The same considerations are met in the 
case of old-age and survivors insurance 
and compulsory health insurance.** 
The arguments in favor of having the 
premiums paid exclusively by the po- 
tential beneficiary have already been de- 
veloped in this article. 


CONCLUSION 


In conclusion, let me summarize the 
major arguments in favor of using in- 
surance financing (benefit principle of 
taxation). First, insurance financing 
meets the basic aim of social security: 
it assures 2 minimum of income. The 


only exceptions are those unfortunate 
members of society who never earn in- 
comes higher than the social minimum 
and, therefore, have to be aided by gov- 
ernment in the form of public assistance 
payments which are paid for by taxes 
imposed on the more fortunate mem- 
bers of society. Second, insurance 
financing makes more explicit to the 
individual the nature of the choice he 
faces in deciding on the range and 
amounts of social security he desires. 
The individual knows what the benefits 
to him of social security are. Under 
insurance financing he also knows what 
the costs to him of the various programs 
are. 





28 Once again I wish to state that I am not en- 
dorsing the Administration’s proposed compulsory 
health insurance program. 
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THE IMPACT OF ACCELERATED DEPRECIATION 


RICHARD W. LINDHOLM * 


NE OF THE more perplexing prob- 
lems of government economic pol- 
icy is establishing a tax and expenditure 
program which will increase economic 
stability, protect the revenues, preserve 
relative justice, and at the same time 
sustain investment stimulants. The dif- 
ficulty is intensified in a period of war 
preparation when the inflationary pres- 
sures arising from increased government 
expenditures, anticipatory inventory ex- 
pansion, and consumer buying are com- 
bined with the need for accelerating in- 
vestment in capital goods to expand 
productive capacity, particularly in the 
production of the specialized tools of 
war. 

During war as well as peace, govern- 
ment can, of course, stimulate invest- 
ment in a number of ways.' The 
granting of accelerated depreciation is 
only one of an arsenal, including direct 
government investment, loans to busi- 
ness guaranteed by the government, the 
prepayment of government orders, and, 
finally, the general incentive provided 
by the expanded purchase of goods and 
services. The analysis here is largely 
concerned with the impact on corporate 
internal funds of the introduction of 
accelerated depreciation which affects 
income for tax purposes but does not 
change income from operations.” Ac- 


* The author is professor of economics at Michigan 


State College. 


1 The Economic Report of the President, January, 
1950, pp. 73, 88; Thomas E. Jenks, “ Tax Problems 
of Wartime Plant Expansion,” Law and Contempo- 
rary Problems, Winter, 1943, pp. 149-64. 


celerated depreciation (rapid amortiza. 
tion) was an element in the drive to 
rearm during World War II and ha 
been reintroduced to stimulate the cur. 
rent program. 

The effects of accelerated deprecia- 
tion for tax purposes arise from its im- 
pact on (1) the periodicity of the flow 
of funds from business firms to govern- 
ment and to stockholders, (2) the total 
taxes collected from business firms,* and 





2 The Second Revenue Act of 1940 provided rapid 
amortization (accelerated depreciation) on capital 
equipment purchased under the conditions of a neces 
sity certificate granted by the government. As 
amended, the act provided for complete amortization 
within 60 months or at the end of the emergency. 
In 1940 and 1941, because it was believed necessary 
for the government to receive an accompanying pro 
tective provision, these certificates were very difficult 
to acquire. New retroactive legislation of February, 
1942, made it relatively easy to obtain a necessity 
certificate and the privilege of 60-month amortize 
tion. For the best discussion of the World War Il 
experience, see Law and Contemporary Problems, Vo. 
X, No. 1 (Winter, 1943). 

The Revenue Act of 1950 again added rapid amor 
tization (accelerated depreciation) to the Internal 
Revenue Code (sec. 124A). The regulations govern 
ing its availability were issued November 1, 1950, by 
the National Security Resources Board under author- 
ity contained in Executive O der 10172 of October 
12, 1950. The regulations provide for the liberal e 
tension of necessity certificates which grant the pri 
ilege of 60-month amortization on investment d 
rectly or indirectly related to the war effort and 
made since January 1, 1950. Rapid amortization 
may be discontinued at any time at the election af 
the taxpayer but may not be reinstated after having 
been once discontinued. 


3 The acceleration of depreciation does not changt 
the amount properly allocated by management @ 
goods produced, but it does affect the annual size of 
taxable income. However, rapid amortization W# 
considered a legitimate expense in renegotiation 
government contracts during World War II, and the 
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(3) the speed with which the govern- 
ment provides its share of investment 
costs by allowing investment as a de- 
duction from taxable income. 


Firm with Expanded Investment 


The introduction of accelerated de- 
preciation grants the greatest immedi- 
ate tax relief to the new or growing 
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firm. The result is an expansion of in- 
ternal funds which is often very bene- 
ficial. Table 1 illustrates the annual 
growth and reduction of these funds 
under one accelerated depreciation plan. 
The effect is to reduce the need for fur- 
ther outside funds during the period of 
development. A sobering later result 
of the use of accelerated depreciation is 


TABLE 1 


DEPRECIATION ALLOWANCES AND INTERNAL FuNps UNpeR ACCELERATED AND 
OrpiINARY DEPRECIATION: EXPANDED INVESTMENT 


(In thousands of dollars) 








Depreciated Value of 

















cined Depreciation Internal Funds Available, 
—— Beginning Allowance End of Year * 
Year Acceler: . Govern- 
Ordinary — ated seo Ordinary — en po ” 
Depreci- epreci- Depreci- ~ stion Depreci- Depreci- and 
ation ‘ ation ation ‘ 
ation (334%) (83%) ation Repay- 
vs ment (-) 
1 240 240 80 20 53 80 27 
2 220 160 80 20 53 80 27 
3 200 80 80 20 53 80 27 
4 180 0 0 20 53 44 -9 
5 160 0 0 20 53 44 -~9 
11 40 0 0 20 53 44 -9 
12 20 0 0 20 53 44 -9 
Total 240 240 636 636 





* Assumes income of $80,000 per year before taxes and tax rate of 45 per cent. 





Renegotiation Act of 1951 requires its inclusion as 
an expense. (In@a bill introduced April 16, 1951, 
Representative Eberharter proposed that accelerated 
depreciation not be allowed as an expense in re- 
Negotiation.) When the cost of an asset has been 
completely used as depreciation deductions in cal- 
culating income, whether by an accelerated or a 
regular method of depreciation, it may not be used 
as the source of further depreciation allowances. 

The economics of depreciation is carefully con- 
sidered by Lewis H. Kimmel, Depreciation Policy and 
Postwar Expansion (Washington: The Brookings In- 
stitution, 1946) and by E. Cary Brown, “Business- 
Income Taxation and Investment Incentives” in In- 
come, Employment and Public Policy (New York: 
Norton, 1948), pp. 300-16. 


its increase of future income tax liabil- 
ity. The reduced tax payments arising 
from accelerated depreciation of ex- 
panded investment as shown in Table 1 
is similar to the receipt of an interest- 
free “loan” which will be repaid only 
if profitable use of the equipment is 
continued and if tax rates are not re- 
duced.* 

A portion of the benefit enjoyed by 


4See Effect of Federal Taxes on Growing Enter- 
prises by J. Keith Butters and John Lintner (Boston: 
Harvard University, 1945). 
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a new or growing firm as the result of 
accelerated depreciation may be con- 
sidered the correction of a tax injustice 
arising from the deduction of deprecia- 
tion from taxable income over a num- 
ber of years rather than at the time of 
investment. The injustice arises from 
the fact that no deduction from taxable 
income is allowed for imputed interest 
on the firm’s equity funds invested in 
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nal cost of the equipment at the rate of 
its consumption in production and to 
allow imputed interest on the unde. 
preciated portion of the investment. 
where proof could be presented that 
borrowed funds were not used. In ad- 
dition to obviating the need for using 
accelerated depreciation to correct an 
injustice, allowance of imputed interest 
as a cost would decrease the tax ad- 


TABLE 2 


DEPRECIATION ALLOWANCES AND INTERNAL FuNDS UNpDerR ACCELERATED AND 
OrbDINARY DEPRECIATION: STABLE INVESTMENT 


(In thousands of dollars) 











Depreciated Value of 


Depreciation Internal Funds Available, 














Assets, Beginning Allowance End of Year* 
of Year 
— — New — 
Year pha Invest- Acceler- CADE, ’ 
Ordinary Acceler- ment ated 2 dinary Ordinary Acceler- Govern- 
} oveeonae ated eccceueail Depreci- Pisveonl ated 
epreci-  Depreci- preci- ation Precl- Depreci- ., ae 
ation etki ation (10% ation otien Loan 
‘ (20%) : 
1 240 240.0 24 48.0 24 548 65.6 108 
2 240 216.0 24 43.2 24 54.8 63.4 194 
3 240 196.8 24 39.4 24 5AS 61.7 26.4 
4 240 181.4 24 36.3 24 54.8 60.3 319 
5 240 169.2 24 33.8 24 548 59.2 363 
10 240 136.1 24 27.2 24 548 56.2 48.2 
15 240 125.3 24 25.1 24 548 55.3 2.1 
20 240 121.7 24 24.3 24 54.8 55.0 53.4 





* Assumes income of $80,000 per year before taxes and tax rate of 45 per cent. 


depreciable property, although a deduc- 
tion is allowed for interest on borrowed 
funds. An obvious method by which 
the government becomes a full partner 
and this injustice of not sharing interest 
cost is eliminated is to accelerate de- 
preciation so that the entire deduction 
is made the first year.” Another pro- 
cedure, and a more practical one from 
the standpoint both of administration 
and of protecting the revenue, would 
be to permit the deduction of the origi- 


5 Brown, op. cit., p. 313. 


vantage of debt financing which has in- 
creased with higher corporate tax rates. 


Firm with Stable Investment 


Accelerated depreciation may also 
provide an expansion of the internal 
funds of an established firm maintain- 
ing a constant depreciated value of 
assets. This situation is illustrated in 
Table 2. The benefit under these as- 
sumptions is on the order of a tax cut 
that would be lost if investment were 
not continued at a level at least equal 
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to that existing when accelerated de- 
preciation was introduced. 

Table 2 assumes the grant of ac- 
celerated depreciation to a firm with a 
stable depreciated investment of $240,- 
000. It is a generalized picture of the 
effect of accelerated depreciation on a 
completely stable established firm. In 
this case the annual increment of inter- 


_nal funds gradually falls to insignifi- 


cance as the stable loan or subsidy level 
of $54,000 is approached. The table 
shows that an established firm gradually 
increases its interest-free government 
“loan” if its investment continues to 
be only replacement, with the greatest 
annual increase during the first several 
years. A period of rapid “loan” ex- 
tension and later slower repayment does 
not arise as it does when accelerated de- 
preciation is made available to a firm 
with expanded investment. 


Firm with Declining Investment 


Accelerated depreciation permits more 
rapid recovery of invested funds than 
is possible under ordinary depreciation. 
Hence it allows a firm wishing to re- 
duce its investment commitment to do 
so more quickly than is possible under 
ordinary depreciation. 


Implications 


These effects of accelerated deprecia- 
tion on internal funds highlight several 
points which have policy implications. 
In all three cases (expanded investment, 
stable investment, declining invest- 
ment) it appears that: (1) the busi- 
nesses immediately experience a con- 
siderable increase of internal funds; (2) 
the increase is greatest at the start of 
the program; and (3) the amplitude of 
the fluctuation of business internal 
funds is increased as a result of accelera- 
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tion. (4) Furthermore, a profitable new 
firm’s tax gain is quick and relatively 
great but later may be counteracted by 
higher tax payments, whereas the tax 
gain of a stable firm is more slowly real- 
ized but is less likely to be lost. (5) 
Accelerated depreciation available to all 
firms as a permanent program is certain 
to reduce total tax receipts because sta- 
ble firms can retain the tax gain. (6) 
A firm wishing to decrease its invest- 
ment is able to regain more quickly the 
funds invested without tax interfer- 
ence. (7) Accelerated depreciation as 
a temporary program and applicable 
only to selected extraordinary expan- 
sions of assets will decrease the combina- 
tion of present and future tax payments 
only if tax rates are later reduced or if 
the firm granted the benefit of acceler- 
ated depreciation is unable to continue 
profitable operations during the regular 
life of the assets. (8) If government 
contract pricing includes accelerated de- 
preciation charges as a cost, government 
expenditures are likely to be higher than 
they otherwise would be. 

These conclusions arising from the 
arithmetic of accelerated depreciation 
are the basis for a brief discussion of its 
economic impact on stability, invest- 
ment, liquidity, and efficiency. 


Reduction of Tax Flexibility 


Accelerated depreciation would tend 
to decrease Federal corporate tax liabil- 
ities during an active period of invest- 
ment and increase liabilities during an 
inactive period. This tendency stems 
from the decrease of taxable income by 
reason of accelerated depreciation when 
investment is high and the increase of 
taxable income when investment is 
low. However, if the prosperity phase 
of the business cycle were shorter than 
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the period over which equipment was 
depreciated, a portion of the benefit of 
lower taxes would be enjoyed in the de- 
pression period. For instance, in the ex- 
ample in Table 1, if a recession occurred 
in the third year, the advantage of 
lower taxes resulting from the use of 
accelerated depreciation rather than the 
later disadvantage of higher taxes 
would be available. The more rapid the 
accelerated depreciation, the greater its 
tendency to decrease corporate income 
tax payments during a boom and to in- 
crease them during a recession. The 
tendency of accelerated depreciation to 
cause undesirable built-in flexibility 
would be eliminated only if the business 
cycle were always shorter than the de- 
preciation period. In addition, acceler- 
ated depreciation would be most likely 
to flatten the taxable profit curve of the 
firms using relatively large quantities 
of capital where the control of cyclical 
fluctuations is considered particularly 
important.° 

Changes in the tax systems of nations 
during the transition from peace to 
war are usually exaggerated examples of 
legislated counter-cyclical flexibility. 
High tax rates are enacted to be applied 
to rising war profits, and, when the war 
is over, the tax rates are lowered to en- 
courage conversion to civilian produc- 
tion; furthermore, postwar profit rates 
before taxes are usually lower.’ Because 


6 To those who think a desirable attribute of a 
tax is steady annual collections, this reduction of 
built-in flexibility of collections would seem advan- 
tageous. See “ The Problem of Economic Instabil- 
ity,” American Economic Review, September, 1950, 
pp. 519-25, for a general discussion of tax and 
expenditure flexibility. 


7In the post-World War II period, taxes on cor- 
porate profits were decreased, but profits before in- 
come taxes fell only slightly in 1945 and by 1946 
had virtually regained the wartime 1944 level. In 
1947 corporate profits before income taxes reached 


of the tendency of postwar tax rates to 
be lower than war tax rates, accelerated 
depreciation reduces substantially the 
total tax liability of corporations over 
a relatively short period starting with 
high wartime tax rates and ending with 
lower peace-time tax rates. During; 
war preparation and war period, the 
justification for the use of accelerated 
depreciation as a necessary cost of ex- 
panding productive capacities with 4 
short economic life outweighs the pos- 
sibility of revenue loss. When acceler. 
ated depreciation is included as a cost in 
the renegotiation of government con- 
tracts, the undesirable impact on reve- 
nues takes the form of smaller govern- 
ment recoveries of excessive profits 
(smaller miscellaneous receipts) rather 
than reduced corporate income tax lia 
bilities. The tendency toward undesira- 
ble built-in flexibility of accelerated 
depreciation during peace and war in- 
creases the fiscal problems which legis- 
lative flexibility must meet. 


Influence on Investment Timing 
and Volume 


During the 1930’s expanding con- 
sumer demand did not increase invest- 
ment as much as some forecasters had 
expected. The expanded demand wa 
met by merely increasing the labor force 
and the number of work shifts rather 
than by expanding plant capacity 
through additional investment in dura 
ble equipment.’ The rapid charge-of 
of capital expansion permitted unde 
accelerated depreciation encourages new 








a new high of $30.4 billion. Survey of Current 
Business, July, 1950, p. 9. 


8 Between 1933 and 1934 personal consumption 
expenditures increased by $5 billion, and purchases 
of producers’ durable equipment expanded by $08 
billion (Survey of Current Business, July, 1947, P 
19). 
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investment to adjust production re- 
quirements to meet an increase in con- 
sumer demand. Business investment is 
encouraged to meet what may appear 
to be a temporary expansion in the de- 
mand because the government’s portion 
of the investment (tax rate times in- 
vestment) is paid more promptly, thus 
reducing the cost and the risk of the in- 
yestment expansion. 

This type of investment stimulation 
arising from accelerated depreciation 
counteracts somewhat the deflationary 
effect of higher corporate depression tax 
rates. However, this counteracting in- 
fluence reduces further the desirability 
of the device in a period of inflationary 
pressures. Of course, it was under these 
latter conditions that accelerated de- 
preciation was introduced in 1950. 


Effect on Quantity of Liquid Assets 


The adoption of accelerated deprecia- 
tion during a boom decreases govern- 
ment tax receipts and increases the in- 
ternal funds of business firms. During 
at least the early stages of a depression, 
government tax receipts are expanded 
above levels to be expected without ac- 
celerated depreciation, and_ internal 
funds available to business firms are re- 
duced. These developments could have 
a variety of effects on the distribution 
of liquid assets. Three possible conse- 
quences of this shift in the ownership 
of liquid assets are: 


1. In boom periods, the government debt 
is apt to increase more, or to decrease 


®Richard A. Musgrave and Merton H. Miller, 
“Built-in Flexibility,” American Economic Review, 
March, 1948, pp. 122-27. Because of program ter- 
Mination and early difficulty in obtaining necessity 
certificates, the World War II aggregate experience 
did not follow this pattern. Almost half of the total 
rapid amortization used ($1.9 billion) was deducted 
in 1945, the last year. 


less, and private holdings of liquid as- 
sets are apt to increase more, or to de- 
crease less (inflationary). 

2. Government expenditures will decrease 
by the amount of the reduced tax re- 
ceipts, but liquid assets of business and 
individuals would not be affected (neu- 
tral). 

3. In depression periods, the government 
debt will decrease more, or increase less, 
and private holdings of liquid assets are 
apt to decrease more, or to increase less 
(deflationary). 


Efficiency of Capital Equipment 


Greater efficiency of capital equip- 
ment in the context of this discussion 
can be measured only in terms of 
greater net profits over that period of 
time considered feasible for planning in 
the industry.*® Accelerated deprecia- 
tion can expand profits and therefore 
industrial efficiency by encouraging the 
use of improved capital equipment and 
by preventing the overuse of existing 
capital goods.” 

Much of this article has been a con- 
sideration of the effect of accelerated 
depreciation on firm efficiency.’* There 


10 Paul T. Norton, Roy Blough, et al, “ Acceler- 
ated Depreciation,” The Conference Board Business 
Record, January, 1946, pp. 44-56. 


11 Another less desirable relationship between ac- 
celerated depreciation and profits arises when cost- 
plus pricing is in effect. Under these conditions 
accelerated depreciation becomes the basis for addi- 
tional allowable costs and therefore higher prices and 
also higher profits if allowable profits are measured 
as a percentage of cost. 


12See George Terborgh, Dynamic Equipment 
Policy (New York: McGraw-Hill, 1949), pp. 4-7, 
187-201, 269, 275. . 

A recent ruling of the Securities Exchange Com- 
mission permits listed companies (those with securities 
quoted on the stock and bond exchanges) to utilize 
accelerated depreciation in their published financial 
statements. It was first used by the “ Primary Iron 
and Steel Industry” in the first quarter of 1949. 
Federal Trade Commission and Securities and Ex- 
change Commission, Quarterly Industrial Financial 


Se are ONS eS ee 


I ——— 


(perm yepenre 8 args 





set * tee £6 te ae 


s 





186 NATIONAL TAX JOURNAL 


can be little doubt that investment is 
encouraged. Also it appears that, be- 
cause of the need for internal funds, the 
availability of new techniques, and the 








Reports Series for All United States Manufacturing 
Corporations, First Quarter, 1949, p. 2. See the 
recommendations of the American Institute of Ac- 
countants in Accounting Research Bulletin, No. 27, 
November, 1946. 
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reduced fear of excess capacity, the 
encouragement to modernize capita 
equipment brought about by acceler. 
ated depreciation would be greatest for 
firms of moderate size producing in 
fields where production procedures are 
undergoing relatively rapid improve. 
ment. 
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The Liquor Tax in the United States, 1791- 
1947. By TuN YuaN Hu. New York: 
Graduate School of Business, Columbia 
University, 1950. (Monograph in Public 
Finance and National Income No. 1.) 
Pp. viii+ 188. $2.75. 

This volume on the Federal taxation of 
distilled spirits is an experiment by the 
Graduate School of Business of Columbia 
University in making available at reasonable 
cost Ph.D. dissertations. All students and 
research workers know the frustration that 
is involved in finding that a subject in 
which they are interested has been subject 
to the zealous scrutiny of a Ph.D. candidate 
but that the work is available only in some 
distant university library. The Columbia 
University Graduate School of Business is to 
be commended in seeking to find an eco- 
nomical method of distributing the benefits 
of some of this work which would otherwise 
be generally inaccessible. 

The tax on distilled spirits is the largest 
single source of Federal excise revenue. The 
effective rate of tax is also highest of any 
of the Federal excises levied for revenue 
purposes, constituting about 40 per cent of 
the average retail price. A tax which is of 
such importance revenuewise and also to 
producers and consumers of the product 


amply merits study to determine how th 
tax developed into its present form and 
what effect the tax has on producers, dis- 
tributors, and consumers. Dr. Hu has con- 
centrated most of his efforts on describing 
the development of the tax, although the 
concluding chapter contains a number of 


observations on the effects of the tax on the 


industry and consumers. His original in- 
tention, as pointed out in the foreword, was 
to analyze statistically some of the problems 
of the shifting and effects of liquor taxa 
tion, but this approach was foreclosed by 
lack of adequate data. 

Dr. Hu’s treatment of the development 
of liquor taxation, shows how tax changes 
reflected social attitudes and changes in the 
Government needs for revenue. The origi- 
nal tax was imposed in 1791 in response to 
the financial needs of the new republic. 
The original tax, besides being unpopular, 
did not prove an important source of reve- 
nue and was repealed in 1802. Financial 
needs of the War of 1812 again resulted in 
the use of the liquor tax, but after 1817 it 
was not used until the Civil War. In 1862, 
when revenue needs again became pressing, 
the tax was reimposed, and since then, even 
during the period of Prohibition, distilled 
spirits have been taxed by the Federal Gov- 
ernment. 
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Other significant factors brought out in 
the study are changes in the method of 
taxation, the effect of fraud on the tax 
revenue, the development of methods for 
controlling fraud, and the mistake made 
during the Civil War: period of not impos- 
ing a floor stocks tax when the tax was 
increased. 

During most of its history, the tax on 
distilled spirits has been a specific tax per 
unit of volume. When the tax was imposed 
for the second time in 1813, instead of a 
gallonage tax, a license duty on distillers 
based on the capacity and period of opera- 
tion of their stills was used. These license 
duties, however, were supplemented by a 
gallonage tax in 1814. Although Dr. Hu 
does not discuss the effects of the license 
system, there is evidence to indicate that it 
had a most extraordinary effect in stimu- 
lating distillers to make their stills more 
efficient with a consequent reduction of the 
effective rate of tax per gallon of output. 

Evasion of the tax during and immedi- 
ately after the Civil War was widespread, 
it being estimated that over half of the 
liquor produced was not tax-paid. A 75 
per cent reduction in tax in 1868 resulted 
in the collection of more revenue than un- 
der the previous higher rate. Part of the 
increase in revenue under the lower rate 
was attributable to a change in the system 
of controls designed to safeguard the 
revenues. 

The lack of floor stocks taxes when the 
tax was imposed and increased during the 
Civil War furnishes one of the most out- 
standing examples of how actions taken in 
anticipation of a tax increase can affect the 
revenues. For instance, tax-paid with- 
drawals of liquor in fiscal 1864 were over 
nine times as high as in the succeeding year. 

The historical section of this study, 
which makes up the bulk of the text, is an 
interesting and well developed treatment of 

is important tax. Dr. Hu seems to have 
covered all the important twists and turns 
in the tax. One exception that might be 
taken to this statement is his perfunctory 





treatment of the controls to safeguard the 
revenue instituted in 1868. The controls 
over the liquor industry are most minute 
and stringent. Some description of their 
initial form is warranted both as historical 
information and because they were an im- 
portant factor in reducing the widespread 
fraud existing prior to their institution. 

The, last chapter entitled ‘“‘ Summary and 
Appraisal of the Distilled Spirits Tax” is 
badly integrated with the rest of the book. 
After summarizing the previous chapters, 
Dr. Hu adds considerable new material that 
is interesting and significant but which is 
really pertinent to the project he originally 
intended to undertake, the shifting and ef- 
fects of the tax. This material could well 
be the subject of a separate study. 


JoHN CoPELAND 
Washington, D. C. 


Summary of the Budget of the United 
Kingdom for the Fiscal Year Ending 
March 31, 1952; and Summary of the 
Budget of the Dominion of Canada for 
the Fiscal Year Ending March 31, 1952, 
as Presented on April 10, 1951. By 
STAFF OF THE JOINT COMMITTEE ON 
INTERNAL REVENUE TAXATION. Wash- 
ington: Government Printing Office, 
1951. Pp. 15 and 16, respectively. 


In these two pamphlets the staff of the 
Joint Committee on Internal Revenue Taxa- 
tion continues its useful service of provid- 
ing technically competent digests of im- 
portant fiscal documents. The original 
documents are often not widely available, 
and many readers who have access to the 
originals will be grateful for the condensa- 
tion and the supplementary comparative 
data here presented. 

Both the British and Canadian budgets 
provide for larger defense expenditures and 
higher taxes. The British budget shows an 
increase in fiscal year 1952 expenditures of 
approximately 30 per cent above fiscal 
1951; in Canada the increase is 27 per cent. 
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In both countries the increase in expendi- 
tures is due largely to defense outlays. 
Both budgets include tax increases sufficient 
to provide a small surplus. In Britain, how- 
ever, if certain nonbudgetary items are 
taken into account a substantial deficit is 
anticipated in fiscal 1952. 

In the United Kingdom the full-year 
yield of the tax program presented by the 
Chancellor of the Exchequer is estimated at 
£388 million, made up as follows: individual 
income tax, £80 million; corporate profits 
tax, £63 million; suspension of accelerated 
depreciation, £170 million; customs and ex- 
cises, £75 million. The standard rate of 
the individual income tax is raised from 45 
to 47.5 per cent, and the reduced rates ap- 
plicable to the first £250 are also increased. 
At the same time minor increases in exemp- 
tions for married persons and in allowances 
for dependent children are granted. The 
corporate profits tax, originally imposed in 
1947, is increased to 50 per cent on dis- 
tributed profits, while the rate remains 10 
per cent on undistributed profits. The 
profits tax is intended to discourage divi- 
dend distributions. It is not credited to 
stockholders but is deducted from corporate 
income before application of the standard 
income tax rate (withholding tax). The 
suspension of accelerated depreciation al- 
lowances introduced in 1945 marks a shift 
from a policy of encouraging capital ex- 
penditures to one of curtailing private in- 
vestment. 

In presenting his revenue program the 
Canadian Finance Minister held that the 
most appropriate tax policy was one de- 
signed to balance the government’s budget 
and to reduce private investment and ex- 
penditures for consumer durables. The tax 
program is expected to yield an additional 
$578 million in a full year. It follows an 
increase of $190 million in September, 1950. 
These two programs combined increase 
Dominion taxes by approximately 25 per 
cent. 

The Canadian budget of April, 1951, in- 
cludes a defense surtax equal to a flat 10 


per cent of individual income tax liabilitig 
of 1951 and 20 per cent effective in 195) 
The full-year yield is estimated at $15 
million. A defense surtax is also applied » 
corporations, making the rate 15 per com 
on the first $10,000 of income and 454 
per cent on the balance. Canada does ng 
impose an excess profits tax, and the Finang 
Minister repeated his opinion that “‘ it is no 
a sound tax except under very special cip. 
cumstances, and I do not believe we hay 
reached that point.” 

As a means of restricting private inves. 
ment the Minister proposed that depreci. 
tion deductions on capital assets acquired 
after April 10, 1951, be deferred for ; 
period of four years unless immediate & 
preciation is authorized by the Minister of 
Trade and Commerce. Immediate deprecis 
tion is to be authorized for defense pur 
poses and for investment in production of 
primary products and in transportation and 
communication. Certain public  utilitis 
and individuals engaged in farming, fishing 
and the professions are exempt from this 
restriction. 

The Dominion manufacturers’ sales ta 
is increased from 8 per cent to 10 per cent 
In defense of this tax, the Minister of F- 
nance argued that it is regressive only on 
incomes in excess of $7,000 to $8,000; 
year and that it is actually progressive 
to about $6,000 a year. He attributed this 
pattern to exemption of food, fuel, building 
materials, and many other items. The budg- 
et also includes increases in a number d 
excises. 


Taxable and Business Income. By Dax 
THROopP SMITH and J. KeiTH BUTTER 
New York: National Bureau of Economic 
Research, 1949. Pp. xxv +342. $4.00 
Part One of this book describes the majot 

differences between book profits and taxabl 

income. Taking the view that neithe 
concept can be held to be “right” @ 

“wrong,” the authors attempt to set f 

the underlying logic of the income concepts 

and to explain their differences. Their put 
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is to deal with usual situations rather 
than with unusual and highly complex 
problems of interest mainly to specialists. 
Subjects treated include: basis for deter- 
mining gain or loss and for depreciation 
and depletion; depreciation and depletion; 
inventory accounting; bad debts; interest, 
purchase and retirement of bonds, bond 
premium and discount; and miscellaneous 
differences in income items and deductions. 
Part Two reports a statistical investiga- 
tion intended to determine the quantitative 
significance of the difference between book 
profit and statutory net income. The data 
are drawn from tax returns and reports to 
the Securities and Exchange Commission. 
The authors find that, ‘‘ On the average, for 
a large number of companies in most indus- 
tries during the eight years 1929-36, book 
profit and statutory net income did not dif- 
fer greatly” and that “ Book profit typi- 
cally exceeded statutory net income, but 
usually by less than 10 percent.” Audit by 
the Bureau of Internal Revenue approxi- 
mately offset the difference between book 
profits and statutory net income in most 
instances, making the two figures about 
equal. In mining and public utilities, how- 
ever, book profit typically exceeded statu- 
tory net income by a large margin. Data 
are presented on income as a whole and on 
various items of income and deductions. 


Digest of the California State Budget for 
the Fiscal Year July 1, 1951, to June 30, 
1952. Prepared by DEPARTMENT OF 
FINANCE, Division OF BUDGETs AND Ac- 
COUNTs. Sacramento, February, 1951. 
Pp. 24. 

This attractive booklet contains brief 
textual descriptions and summary tables of 
the California budget as a whole and the 
Principal expenditure programs. It is well 
illustrated with charts and graphs. In the 
fiscal year ending June 30, 1952, the State 
Operations Budget will account for 30.3 
Per cent of total expenditures, the Capital 
Outlay Budget for 13.7 per cent, and the 
Local Assistance Budget for 56.0 per cent. 
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Anticipated’ expenditures in the State Op- 
erations Budget are 13 per cent higher than 
in the previous year and in the Local As- 
sistance Budget 2.5 per cent higher, whereas 
the Capital Outlay Budget shows a decrease 
of 47 per cent. Of total resources to be 
utilized, 37.0 per cent is expected to come 
from retail sales and use taxes, 15.7 per cent 
from motor vehicle fuel taxes, and 4.6 per 
cent from withdrawals from surplus and 
reserves. 

The booklet appears to be well suited to 
its purpose of informing the public con- 
cerning the Governor’s financial program. 
In the introduction, James S$. Dean, Direc- 
tor of Finance, says that a statement of 
appropriations finally authorized and of any 
substantial changes in tax laws will be pre- 
pared for distribution after adjournment 
of the legislative session. 





The Pennsylvania Local Tax Law: An 
Analysis of Pennsylvania Act No. 481, 
1947. By Rospert A. SicaFoos, State 
College: Pennsylvania State College, 1950. 
(Bureau of Business Research Bulletin 
46.) Pp. 82 (mimeographed). 

This study begins with a description of 
the local financial situation prior to adop- 
tion of Act 481, the permissive local tax 
law in Pennsylvania. There follow chapters 
on Philadelphia’s experience under a special 
permissive law of 1932, the Sterling Att, 
and on developments under the general law 
of 1947, Act 481. The report concludes 
with a discussion of proposals for changes in 
Act 481 and a summary of the author’s 
conclusions and recommendations. 





Provincial Retail Sales Taxes in Canada. By 
Joun F. Due. Toronto: Canadian Tax 
Foundation (4 Carlton Street), 1951. 
Pp. 24. 50 cents. 


This study, the first im a new series spon- 
sored by the Canadian Tax Foundation, 
briefly reviews the history and present status 
of the retail sales tax movement in the 
Canadian provinces. Five of the ten prov- 
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inces now levy retail sales taxes; Alberta 
levied such a tax in 1936 but suspended it 
in 1937. The Saskatchewan tax dates from 
1937; the Quebec tax, from 1940; British 
Columbia, 1948; New Brunswick and New- 
foundland, 1950. 

The Canadian movement reflected largely 
the same financial pressures that led to 
adoption of the sales tax in American states, 
but the provinces proceeded in the face of 
what at first sight appears to be a formida- 
ble constitutional obstacle. The British 
North America Act and the Dominion con- 
stitution deny provinces the right to levy 
indirect taxes. The courts, however, have 
approved sales taxes which place the formal 
liability on consumers and make vendors 
agents of the province responsible for 
collecting the tax and remitting it to the 
government. At the 1950 Dominion-Pro- 
vincial Conference on fiscal problems a 
constitutional amendment formalizing and 
regulating the power of provinces to levy 
retail sales taxes was proposed, and such an 
amendment has been drafted and submitted 
to the provinces for study. 

Professor Due’s study includes a useful 
section on the structure of the existing taxes 
and data on 1948 yields. In the three prov- 
inces using the tax in 1948, its yield was 
26.1 per cent of provincial tax collections, 
or 12.3 per cent of total provincial general 
reyenues. 
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Accounting and Tax Problems in the Fiftig 
—Technical papers from the Sixty-seconj 
Annual Meeting of the American Jp 
stitute of Accountants, Los Angele 
California—October 31 to November j, 
1949 (American Institute of Account 
ants, 270 Madison Avenue, New York 
16, New York), 1950, pp. 110. 


The twelve papers presented in this 
volume are divided under two main topicy, 
technical papers and Federal taxation. Th 
first seven papers (pp. 7-55) deal with, 
group of special subjects that range from 
the highly technical auditing procedures in 
embezzlement investigations to the mor 
publicly discussed and understood problems 
of the Hoover Commission and economy in 
governmental activities. 

Of the five papers in the section on 
Federal taxation, three are concerned with 
tax settlement procedures, presenting th 
points of view of the taxpayer and the gov- 
ernment and the legal problems that are in- 
volved. The most extensive of these papes 
is the one on the government position (pp. 
66-87); it gives an historical background of 
the problems of administration; surveys the 
organization, procedures, and criticisms of 
the Technical Staff of the Bureau of Inter 
nal Revenue; and presents statistics on vafi- 
ous phases of tax settlements. 
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Notice of Annual Meeting 


Pursuant to the provisions of Section 1 
of Article III of the Bylaws, notice is hereby 
given of the annual meeting of the National 
Tax Association at the Adolphus Hotel, 
Dallas, Texas, November 29, 1951, at 11 
o’clock A.M. Officers, three regular mem- 


of National Tax Association 


bers of the executive committee, two honof- 

ary members of the executive committe, 

and any additional members required to fill 

vacancies will be elected at that time. 
RONALD B. WELCH 
Secretary 
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NEW MEMBERS 


ILLINOIS 


Ma. C. G. CHESTER, Atty. 
Rules and Research Div. 
Illinois Dept. of Revenue 
160 N. LaSalle Street, Chicago 1 
Ma. C. E. Havpin, Act. Dir. 
Illinois Dept. of Revenue 
160 N. LaSalle Street, Chicago 1 
Mx. Wittarp Ice 
Rules and Research Div. 
Illinois Dept. of Revenue 
407 Illinois Building, Springfield 
fumois DEPARTMENT OF REVENUE 
160 N. LaSalle Street 
Chicago 1 
NATIONAL BuREAU OF PROPERTY ADMINISTRATION 
§0§5 North LaSalle Street 
Chicago 10 
Ma. §. W. SHEPARD, Exec. Off. 
Illinois Dept. of Revenue 
160 N. LaSalle Street, Chicago 1 
Ma. Bruce R. SKAMSER, Acct. 
Dehler Manufacturing Company, Inc. 
1670 Mill Street, Des Plaines 


IOWA 


Ma. Wit1am G. Murray, Head 
Dept. of Economics & Sociology 
Iowa State College, Ames 


NEW YORK 


Ma. HERBERT BIEGELMAN 
1465 Nelson Avenue 
The Bronx 52 


Mr. STEPHEN Tass, Pub. Acct. 
64-34 99th Street 
Rego Park, Queens 


OREGON 


Mr. LawrRENCE D. COOLIDGE 
Asst. Prof. of Business Admin. 
Oregon State College, Corvallis 


TEXAS 


Mr. R. W. Gurrey, Asst. Tax Comm. 
The Texas and Pacific Railway Co. 
709 Texas & Pacific Building, Dallas 2 
Mr. H. M. Josey, Secy. 
City & County of Dallas Levee Improvement Dist. 
712 Republic Bank Building, Dallas 1 


WASHINGTON 
GENERAL ELEcTRIC COMPANY 
Hanford Works, Richland 
WEST VIRGINIA 
Mr. JaMes H. THOMPSON 
308 Fayette Street, Morgantown 
ALASKA 


Mr. JouHn E. Prouty 
Pub. Acct. & Business Consultant 
Box 495, Fairbanks 





MORE ABOUT THE DALLAS CONFERENCE 


The Forty-fourth Annual Conference on 
Taxation, to be held in Dallas on November 
% to 29, 1951, is the first conference to be 
sponsored by the National Tax Association 
inthe Lone Star State. Preliminary reports 
indicate that it will be imbued with the 
pirit for which the State is so famous. 

We are seldom able to say much about 
the program six months in advance of the 
sions, and this year affords no exception 
tothe rule. We do know, however, that a 
timely and varied program of speeches and 
discussions is being prepared under the 


leadership of Kenneth W. Gemmill, promi- 
nent Philadelphia lawyer of the firm of 
Barnes, Dechert, Price, Smith and Clark. 
Members are urged to send suggestions for 
speakers and topics to Mr. Gemmill, 13th 
Floor, Packard Building, Philadelphia 2. 
Iverson Walker of the firm of Carring- 
ton, Gowan, Johnson and Walker currently 
heads the Local Arrangements Committee. 
A fine program is being planned for the 
wives and for the few leisure hours of the 
conferees. A style show, “ Hollywood ” 
breakfast, barbecue, and rodeo are among 
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the entertainment features under active con- 
sideration by the committee. 

Two hotels are supplying accommoda- 
tions—the Adolphus, which will serve as 
conference headquarters, and the Baker, just 
across the street. Both are fine modern 
hotels. Rates currently in force are as 
follows: 


Adolphus Baker 
Singles ......... $ 4.50-$10.00 $ 4.50-$ 8.50 
Doubles* ...... 7.00— 12.00 6.50— 10.00 
Twin bedrooms * 8.00- 12.00 7.50- 13.00 
eS 20.00- 22.00 21.00, 35.00 
and up 


* For two people. 


Reservations should be made directly with 
the hotel, not through the secretariat. Res- 
ervation cards will be sent to all members 


around July 1 and should be mailed y 
later than November 1. 

Any notice of the conference woulaa 
incomplete without mention of J, 
Reuther of Southwestern Bell Telepho 
Company. Being the one member of the fe 
Executive Committee who is frequently; 
Dallas, he will have a large measure of m St 
sponsibility for the successful confere 
that now seems assured. He is being a» & 
sisted by J. E. Allen of Southwestern Bel 
Telephone Company, Harold Waterman of 
the Texas and Pacific Railroad, and othe 
leading tax representatives and officials ip 
and around Dallas. 3 


* 













RONALD B. WELCH 
Secretary 
May 15, 1951 





EDITOR’S NOTE 


As announced by President W. A. Suther- 
land in the December, 1950, issue, Professor 
J. Keith Butters is assuming the editorship 
of the National Tax Journal with the issue 
of September, 1951. Effective immediately, 
all manuscripts and communications for the 
editor should be addressed to him at Har- 
vard University, Graduate School of Busi- 
ness Administration, Soldiers Field, Boston 
63, Massachusetts. I am glad to be able to 
pass editorial responsibility to such an able 
successor. 

At this time I wish to express my thanks 
for the cooperation that I have received 
from many persons while serving as associ- 
ate editor and editor. The Journal, of 


course, is primarily the work of authors a 
published articles; they have accepted ede 
torial suggestions with good grace and hawt 
cooperated in meeting deadlines. I am alo 
grateful for the opportunity of considering 
those manuscripts which it was not possible 
to publish. I must conclude this list with 
the bare mention of others to whom I af 
indebted: Roy Blough, the first editor, 
officers of the Association and members @ 
the Executive Committee; members of tt 
Editorial Board; several editorial and st 
retarial assistants; and all members of t® 
National Tax Association. 


RICHARD GOODE 








